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The  Application  of  the  Federal  Securities  Lavs 
to  the  Issuance  and  Sale  of  Municipal  Securities 


I.   STATUTORY  FRAMEWORK 

1.    Section  5  of  the  Securities  Act  of  1933 
(the  "1933  Act")  requires  that  a  regis- 
tration statement  be  in  effect  in  order 
to  utilize  the  facilities  of  interstate 
commerce  in  the  sale  of  any  security 
unless  the  security  is  of  a  class 
exempted  by  Section  3  of  the  1933  Act  or 
is  offered  in  a  transaction  exempted  by 
Section  4  of  the  1933  Act.   Sec- 
tion 12(1)  of  the  33  Act  permits  an 
investor  to  recover  his  purchase  price 
(or  damages  if  the  security  has  been 
sold)  from  the  issuer  if  a  security  has 
been  sold  without  registration  in 
violation  of  Section  5.   A  principal 
class  exemption  is  contained  in  Sec- 
tion 3(a)(2)  of  the  1933  Act  which,  in 
general,  exempts  any  municipal  security 
and  certain  industrial  development  bonds 
from  the  registration  requirements  of 
the  1933  Act.   Section  3(a)(2)  is 
annexed  as  Exhibit  A. 

(a)   The  legislative  history  of  the  1933 
Act  suggests  four  historical  bases 
for  the  Section  3(a)(2)  exemption: 

(i)   absence  of  abusive  sales 
practices; 

(ii)   institutional  nature  of  most 
municipal  investors; 

(iii)  constitutional  issue  raised  by 
the  application  of  Federal  law 
to  municipal  issuers;  and 

(iv)   effect  on  essential  government 
services. 
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2.   Industrial  Development  Bonds-*- the 
relationship  between  tax  exemption 
afforded  by  Section  103(b)  of  the 
Internal  Revenue  Code  and  the  Sec- 
tion 3(a)(2)  exemption  is  critical.   SEC 
Release  No.  33-5103  (November  6,  1982.) 
See,  e.g..  SEC  v.  Haswell   [1979-1980 
Transfer  Binder]  Fed.  Sec.  L.  Rep. 
(CCH),  IT  97,156,  where  the  plaintiff 
unsuccessfully  argued  that  the  failure 
to  use  substantially  all  bond  proceeds 
to  purchase  land  or  depreciable  property 
resulted  in  a  failure  to  satisfy  the 
small- issue  IDB  exemption  of  the 
Internal  Revenue  Code  and,  thus,  also 
forfeited  the  exemption  from  registra- 
tion under  the  1933  Act. 

i.    The  definition  of  "security"  contained 
in  Section  2(1)  of  the  1933  Act  includes 
a  ".  .  .   guaranty  of  .  .  ."a  security. 
Where  the  basic  security  is  exempt  from 
the  registration  requirements  *'of  the 
1933  Act  by  reason  of  Section  3(a)(2), 
will  a  guarantee  of  that  security  also 
be  exempt?   Not  necessarily. 

(a)  Rule  131  of  the  SEC's  1933  Act 
General  Rules  and  Regulations 
annexed  as  Exhibit  B. 

(b)  In  its  "no-action"  policies,  the 
SEC  has  generally  required  suffi- 
cient identity  between  obligor  and 
guarantor  to  assure  that  a  single 
investment  decision  is  made. 

( i )   The  guarantee  by  a  parent 
corporation  of  its  wholly- 
owned  subsidiary's  obligation 
will  be  regarded  as  exempt. 
Industrial  Development  Author- 
ity of  the  City  of  Chesapeake 
(available  August  7,  1978); 
Manhattan  Health  Authority, 
Inc.  (available  June  27, 
1977);  See  also  Genuine  Parts 
Company  (available  Decem- 
ber 30,  1977)  (guarantee  by 
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59.8%  stockholder);  Industrial 
Development  Board  of  City  of 
Mount  Pleasant,  Tennessee 
(available  December  15,  1975) 
(guarantee  by  50%  stock- 
holder); County  of  Montgomery, 
Ohio  (available  by  October  10, 
1974)  (guarantee  by  50% 
stockholder);  but  cf .  denial 
of  exemption  where  bonds  were 
to  be  guaranteed  by  a  vendor 
to  the  lessee  of  a  manufact- 
uring facility  to  be  con- 
structed from  bond  proceeds. 
County  of  Muskingum  (available 
April  11,  1974). 

(ii)   the  joint  and  several  guaran- 
tee of  bonds  issued  on  behalf 
of  a  partnership  by  the 
general  partners  of  the 
partnership  was  exempt. 
Barnwell  County,  South 
Carolina  (available  July  4, 
1974).   See  also  The  County 
Commission  of  Kanaha  County 
(available  September  14,  1981) 
where  the  bonds  were  guaran- 
teed by  (i)  the  60%  general 
partner,  (ii)  the  40%  general 
partner  and  (iii)  the  parent 
of  the  40%  partner,  of  the 
lessee  partnership;  Industrial 
Development  Authority  of  the 
City  of  Hopewell,  Virginia 
(available  November  5,  1976) 
where  the  bonds  were  person- 
ally guaranteed  by  two  indi- 
vidual limited  partners  of  the 
partnership  obligor  in 
two-thirds,  one-third  pro- 
portions. 

(iii)   the  guarantee  by  indiyiduals 
who  were  sole  stockholders  of 
the  lessee  corporation  was 
exempt .   Richmond  County 
Health  Corporation,  Inc. 
(available  May  16,  1977).   See 
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also  Calhoun  County  Medical 
Facilities f  Inc,  (available 
December  3,  1973)  where  seven 
individual  guarantors  were 
each  an  officer,  director, 
stockholder  or  interested 
party  in  the  primary  obligor. 
But  cf .  denials  of  exemption 
where  guarantee  was  by  ""prin- 
cipals,  but  not  shareholders'* 
of  the  primary  obligor, 
Marshall  County,  Kentucky 
(available  September  26,  1977) 
and  by  local  farmers  and 
ranchers  of  a  county's  bonds 
to  be  issued  to  finance  a 
packaging  facility.   The 
County  of  Yellowstone  (avail- 
able August  16,  1976). 

(iv)   Cf . ,  however.  Woods  v.  Homes 
and  Structures  of  Pittsburgh, 
Kansas,  Inc.  489  F.  Supp.  1270 
(D.  Kan.  1980) ,  in  which  the 
SEC's  failure  to  issue 
no-action  letters  in  the  case 
of  non-user  guarantees  was 
regarded  as  unpersuasive.   The 
District  Court  noted  that  the 
guarantee  in  question  was  not 
sold  separately  from  the  bonds 
and  found  no  statutory 
requirement  or  public  policy 
for  treating  it  differently 
than  the  exempt-bond  issue. 

(c)   Note  that  "...  any  security 

issued  or  guaranteed  by  any  bank" 
will  also  be  exempt  from  registra- 
tion under  Section  3(a) (2)  of  the 
1933  Act.   Thus,  a  letter  of  credit 
effectively  guaranteeing  the 
payment  of  principal  and  interest 
on  a  municipal  obligation  will 
typically  be  exempt.   The  Great 
Atlantic  &  Pacific  Tea  Company, 
Inc.  (available  July  2,  1981);  San 
Marcos  County  Water  District 
Assessment  Bonds  (available  Janu- 
ary  11,  1979)  .   ^Notwithstanding  the 
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definition  of  "bank"  in  Sec- 
tion 3(a)(2)  limiting  the  term  to  a 
national  bank  or  banking  institu- 
tion organized  under  the  laws  of 
any  state,  territory  or  the  Dis- 
trict of  Columbia,  the  SEC  has 
issued  no-action  letters  confirming 
exemptions  for  letters  of  credit 
issued  by  U.S.   branches  or 
agencies  of  foreign  banks.   The 
Fuji  Bank  Limited  (available 
October  15,  1979);  Toronto  Dominion 
Bank  (available  November  30,  1981); 
The  Mitsubishi  Bank,  Ltd.,  Los 
Angeles  Agency  (available 
August  17,  1984).   But  cf .  the 
SEC*s  denial  of  exemption  where  the 
obligation  of  a  bank  to  purchase 
municipal  bonds  in  the  event  of 
default  was  that  of  a  foreign  bank 
directly.   The  Industrial  Develop- 
ment Board  of  Huntsville,  Alabama 
(available  September  27,  1974). 

(d)  Note  further  that  Section  3(a)(8) 
also  provides  an  exemption  from  the 
Act  for  "...  any  insurance  .  .  . 
contract  issued  by  a  corporation 
subject  to  the  supervision  of  the 
insurance  commissioner  of  any 
State  ...  of  the  United  States." 
See  Texas  Housing  Agency  Residen- 
tial Development  revenue  Bonds, 
Series  1983  A  (available  May  19, 
1983);  American  Municipal  Bond 
Assurance  Corporation  (available 
July  17,  1972).   Woods  v.  Homes  and 
Structures  of  Pittsburgh,  Kansas, 
Inc. ,  489  F.  Supp.  1270  (D.  Kan. 
1980). 

(e)  Where  no  exemption  is  available, 
the  guarantee  may  be  registered 
under  the  1933  Act.   See,  e.g. ,  the 
Official  Statement  and  Prospectus 
dated  November  12,  1982,  reflecting 
registration  of  a  Letter  of  Credit 
issued  by  General  Electric  Credit 
Corporation  annexed  as  Exhibit  C. 
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(f)   The  Integration  Doctrine 

(i)   Will  a  contemporaneous  public 
offering  under  Section  3(a)(2) 
forfeit  the  availability  of 
the  private  placement  exemp- 
tion of  Section  4(2)  or  Regu- 
lation D?   Probably  not.   Polk 
County  Industrial  Development 
Authority  (available  Decem- 
ber 26,  1975);  Buckeye  Inter- 
national Inc.  (available 
March  1,    1977).   See  also 
Biogen,  N.V.  (available 
July  20,  1981). 

4.  For  an  issuer  to  avoid  civil  liability 
under  Section  12  for  the  unregistered 
sale  of  a  municipal  security  it  must  be 
exempt  under  Section  3(a)(2).   Accord- 
ingly, if  an  industrial  development  bond 
does  not  satisfy  the  requirements  of 
Section  103(b)  of  the  Internal  Revenue 
Code,  it  will  not  satisfy  Sec- 
tion 3(a)(2)  and  civil  liability  under 
Section  12  may  arise  for  any  person  who 
offers  or  sells  such  a  security. 

5.  Section  17(a)  prohibits  the  use  of 
fraudulent  or  deceptive  acts  in  con- 
nection with  the  offer  or  sale  of  any 
security. 

6.  Section  20(b)  authorizes  the  SEC  to  seek 
injunctive  relief  when  it  appears  that  a 
person  is  engaged  or  is  about  to  engage 
in  a  violation  of  the  1933  Act. 

7.  Section  24  imposes  criminal  penalties 
for  a  wilful  violation  of  the  1933  Act 
or  rules  promulgated  thereunder. 

B.   Securities  Exchange  Act  of  1934 

1.    The  Securities  Exchange  Act  of  1934  (the 
"1934  Act")  requires  registration  of 
every  issuer  of  securities  listed  on  a 
national  exchange  or  held  by  more  than 
500  persons  and  the  filing  of  periodic 
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reports  with  the  SEC.   Section  3(a) (12) 
exempts  from  the  1934  Act  "...  munici- 
pal securities,  as  defined  in  Sec- 
tion 3 (a) (29)  of  this  title".   In  turn. 
Section  3(a) (29)  contains  a  definition 
roughly  coextensive  with  Section  3(a)(2) 
of  the  1933  Act.   Section  3(a) (29)  is 
annexed  as  Exhibit  D. 

2.  Section  10  and  Rule  lOb-5. 

(a)  An  implied  private  right  of  action 
exists  in  favor  of  purchasers  of 
municipal  securities.   Superinten- 
dent of  Insurance  v.  Bankers  Life  & 
Casualty  Co. ,    404  U.S.  6  (1971) 
(seller  of  U.S.  Treasury  Bonds);  In 
re  New  York  Municipal  Securities 
Litigation,  507  F.  Supp.   169 
(S.D.N.Y.  1980)  (purchasers  of 
obligations  of  New  York  City) . 

(b)  A  private  cause  of  action  for 
damages  under  Rule  lOb-5  will  not 
lie  absent  proof  of  scienter. 
Ernst  &   Ernst  v.  Hochfelder,  425 
U.S.  185  (1976). 

(c)  Reckless  conduct  has  generally  been 
held  sufficient  to  satisfy  the 
scienter  requirement.   ITT  v. 
Cornfeld,  619  F.2d  909  (2d  Cir. 
1980);  Mansbach  v.  Perscott,  Ball  & 
Turben,  598  F.2d  1017  (6th  Cir. 
1979);  Rolf  V.  Blyth,  Eastman 
Dillon  &  Co. ,  Inc. ,  570  F.2d  38  (2d 
Cir.  1978),  cert,  denied  439  U.S. 
1039  (1978);  Hoffman  v.  Estabrook  & 
Co.,  Inc.,  587  F.2d  509  (1st  Cir. 
1978). 

3.  Section  15B. 

(a)   Municipal  Securities  Rulemaking 

Board.   The  Securities  Acts  Amend- 
ments of  1975  established  the  MSRB 
with  responsibility  for  developing 
a  system  of  registration  and 
regulation  for  dealers  engaged  in 
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underwriting  and  trading  municipal 
securities,  as  well  as  rules 
governing  professional  qualifica- 
tions, record  keeping,  quotations 
and  advertising.   Note  that  the 
MSRB  has  rulemaking  authority  only. 
Responsibility  for  ensuring  compli- 
ance with  NSRB  rules  rests 
primarily  with  bank  regulators  for 
dealer  banks  and  the  NASD  for 
registered  broker-dealers. 

(b)  The  Tower  Amendment- - 
Section  15B(d) : 

The  legislative  history  of 
clauses  (d)(1)  and  (2)  of  Sec- 
tion 153  indicates  that  the  amend- 
ments **were  designed  to  make  it 
clear  that  [they]  will  not  be  a 
means  of  subjecting  states,  cities, 
counties  or  villages  to  any  unnec- 
essary disclosure  requirements  pro- 
mulgated by  the  [Municipal  Secu- 
rities Rulemaking  Board]**.   121 
Cong.  Rec.  10737,  94th  Cong.,  1st 
Sess.  (1975)  (Remarks  of  Senator 
Tower).   Cf^  H.R.  2032;  S.  936 

(c)  MSRB  Rule  G-32  requires  municipal 
securities  dealers  that  sell  new 
issues  of  securities  to  provide 
their  customers  with  any  Official 
Statement  which  has  been 
voluntarily  provided  by  the  issuer. 

4.  Section  21(d)  authorizes  the  SEC  to  seek 
injunctive  relief  when  it  appears  that  a 
person  is  engaged  or  about  to  engage  in 
a  violation  of  the  1934  Act. 

5.  Section  32(a)  imposes  criminal  penalties 
for  a  wilful  violation  of  the  1934  Act 
or  rules  promulgated  thereunder. 

C.    Trust  Indenture  Act  of  1939 

1.    The  Trust  Indenture  Act  requires  any 
mortgage,  deed  of  trust,  indenture. 
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trust  or  similar  instrument  or  agreement 
governing  the  public  issuance  of  more 
than  $1,000,000  of  securities  to  be 
qualified  with  the  SEC.   However, 
Section  304(a)(4)  exempts  any  security 
which  is  exempt  from  the  provisions  of 
the  1933  Act  by  Section  3(a)(2)  thereof. 

(a)  SEC  Release  No.  Tl-284  (November  6, 
1970). 

(b)  The  anti-fraud  provisions  of 
Sections  323  and  324. 

D.    The  Role  of  the  Securities  and  Exchange 
Commission 

1.    Rule  2(e)  of  the  Rules  of  Practice. 

(a)   The  Disciplinary  Proceeding. 

Rule  2(e)  permits  the  SEC  to 
suspend  and  disbar  from  Commission 
practice  any  person  found  after 
notice  and  an  opportunity  for 
hearing  (i)  not  to  possess  the 
requisite  qualifications  to  repre- 
sent others,  or  (ii)  to  be  lacking 
in  character  or  to  have  engaged  in 
unethical  or  improper  professional 
conduct,  or  (iii)  to  have  wilfully 
violated,  or  wilfully  aided  and 
abetted  the  violation  of,  any 
provision  of  the  Federal  securities 
laws  or  the  rules  and  regulations 
thereunder.   The  SEC  may 
temporarily  suspend  without  a 
hearing  any  attorney,  accountant, 
engineer  or  other  professional  who 
has  been  permanently  enjoined  by  a 
court  in  an  action  commenced  by  the 
Commission,  or  has  been  found  by  a 
court  or  the  Commission  to  have 
violated,  or  aided  and  abetted  a 
•  violation  of,  the  Federal  secu- 
rities laws.   Such  a  temporary 
suspension  becomes  permanent  unless 
the  person  so  suspended  petitions 
the  SEC  within  30  days  after 
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service  of  the  order  to  lift  the 
suspension. 

(b)   The  Consent  Decree. 

Securities  and  Exchange  Commission 
V.  Calhoun  County  Medical  Facility^ 
Inc. ,    et  al. ^  No.  81-66  (N.D. 
Miss.)  (May  19,  1981)  annexed  as 
Exhibit  E;  In  re  Jo  M.  Ferguson^ 
SEC  Release  No.  33-5523  (August  21, 
1974)  annexed  as  Exhibit  F. 

Section  21(a)  of  the  Securities  Exchange 
Act  of  1934. 

(a)   The  Private  Investigation  and 
Report. 

(i)   SEC  Staff  Report,  Transactions 
in  the  Marine  Protein  Corpo- 
ration Industrial  Development 
Revenue  Bonds,  SEC  Release 
No.  34-15719  (April  11,  1979). 

(ii)   SEC  Staff  Report,  Transactions 
in  Securities  of  the  City  of 
New  York  (August  26,  1977); 
SEC  Final  Report,  In  the 
Matter  of  Transactions  in  the 
Securities  of  the  City  of  New 
York  (February  5,  1979). 

Note  that  a  "preliminary" 
investigation  by  the  SEC 
requesting  information  con- 
cerning the  financial  affairs 
of  a  city  does  not  constitute 
an  impermissible  intrusion 
into  state  sovereignty.   City 
of  Philadelphia  v.  SEC,  434  F. 
Supp.  281  (E.D.  Pa.  1977), 
appeal  denied.  City  of 
Philadelphia  v.  SEC,  434  U.S. 
1003  (1978). 

(iii)   SEC  Staff  Report  cited  at 
Paragraph  II  A  3(d)  below. 
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3.  The  Injunctive  Action. 

(a)  SEC  V.  Reclamation  District 
No.  2090,  Litigation  Release 
No.  7460  (June  22,  1976);  SEC 
Litigation  Release  No.  7647 
(September  2,    1976);  SEC  v.  Astro 
Products  of  Kansas,  Inc.,  SEC 
Litigation  Release  No.  7557 
(September  13,  1976);  SEC  Litiga- 
tion Release  No.  7774  (February  10, 
1977). 

(b)  The  SEC  will  be  required  to  estab- 
lish scienter  as  an  element  of  a 
civil  enforcement  action  to  enjoin 
violations  of  Section  10(b)  of  the 
Exchange  Act  and  Section  17(a)(1) 
(but  not  17(a)(2)  or  17(a)(3))  of 
the  Securities  Act.   Aaron  v.  SEC, 
100  S.  Ct.  1945  (1980). 

4.  Registration  and  Regulation  of  Brokers 
and  Dealers  Section  15(b)  of  the 
Exchange  Act ) . 

(a)   In  re  Bache  Halsey  Stuart,  Inc., 
SEC  Release  No.  34-12847 
(October  1,  1976). 

5.  The  "no-action"  letter. 


II.   THE  JUDICIAL  GLOSS 

A.   The  Public  Offering  of  Municipal  Secu- 
rities 

1.    The  function  of  the  Official 
Statement. 

(a)   A  sale  of  securities  must  be 
accompanied  by  a  full  disclo- 
sure of  all  facts  which  a 
reasonable  investor  might 
consider  important  in  the 
making  of  an  investment 
decision.   Affiliated  UTE 
Citizens  v.  United  States,  406 
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U.S.  128  (1972).   Cf.  TSC 
Industries,  Inc.  v.  Northvay, 
Inc.,  426  U.S.  438  (1976),  in 
which  the  Supreme  Court  stated 
that  an  omitted  fact  is 
material  if  there  is  substan- 
tial likelihood  that  a  reason- 
able investor  would  consider 
it  important  in  reaching  a 
decision. 

(b)   "A  municipality's  official 
statement  is  central  to  any 
system  designed  to  facilitate 
full  disclosure."   SEC  Final 
Report  In  the  Matter  of 
Transactions  in  the  Securities 
of  the  City  of  New  York, 
supra,  p.  53. 

2.    The  Underwriters'  responsibilities. 

(a)   "It  is  incumbent  on  firms 

participating  in  an  offering 
and  on  dealers  recommending 
municipal  bonds  ...  to  make 
diligent  inquiry,  inves- 
tigation and  disclosure  as  to 
material  facts  relating  to  the 
issuer  of  the  securities  and 
to  service  such  bonds.   It  is, 
moreover,    essential  that 
dealers  offering  such  bonds  to 
the  public  make  certain  that 
the  offering  circulars  and 
other  selling  literature  are 
based  upon  an  adequate  inves- 
tigation so  that  they  accu- 
rately reflect  all  material 
facts  which  a  prudent  investor 
should  know  in  order  to 
evaluate  the  offering  before 
reaching  an  investment  deci- 
sion."  In  re  Walston  &  Co., 
Inc. ,  SEC  Release  No.  34-8165 
(September  22,  1967). 
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(b)  Escott  V.  Bar  Chris  Con- 
struction Corp.,  283  F.  Supp. 
634  (S.D.N.Y.  1968). 

(c)  IDBs^  Rule  415  and  the 
increased  use  of  Form  S-3  by 
corporate  issuers  represent  a 
diminished  opportunity  for 
Underwriters  to  conduct  a 
reasonable  investigation  of 
the  issuer  and  its  affairs. 

3.    Counsel's  Responsibilities. 

(a)  "In  the  distribution  of 
unregistered  securities,  the 
preparation  of  an  opinion 
letter  is  too  essential  and 
the  reliance  of  the  public  too 
high  to  permit  due  diligence 
to  be  cast  aside  in  the  name 
of  convenience.   The  public 
trust  demands  more  of  its 
legal  advisers  than  'custom- 
ary' activities  which  prove  to 
be  careless."   Securities  and 
Exchange  Commission  v.  Spec- 
trum Ltd. ,  489  F.2d  535,  542 
(2d  Cir.  1973)  (injunctive 
action) . 

(b)  Counsel  who  issued  an  opinion 
which  was  "a  critical  step"  in 
offering  municipal  securities 
"...  has  a  duty  to  the 
investing  public  and  does  not 
act  .  .  .  as  a  mere  scrivener 
of  legal  documents.   At  a 
minimum,  when  faced  with  facts 
which  blaringly  reveal  that  a 
fraud  is  being  practiced  on 
the  investing  public  .  .  . 
counsel  has  a  duty  to  take 
appropriate  action."   Brief 
for  SEC,  SEC  v.  Haswell, 

No.  78-1048  (10th  Cir. 
July  17,  1981)  (injunctive 
action) . 
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(c)  "Bond  counsel  were  not 
expected  to  investigate  the 
creditworthiness  of  the  City. 
However^  when  put  on  notice  of 
circumstances  that  called  into 
question  matters  basic  to  the 
issuance  of  their  opinion, 
bond  counsel  should  have 
conducted  an  additional 
investigation.   And  bond 
counsel  with  knowledge  of 
information  material  to 
investors  should  have  taken 
all  reasonable  steps  to 
satisfy  themselves  that  those 
material  facts  were  disclosed 
to  the  public.   SEC  Staff 
Report,  Transactions  in 
Securities  of  the  City  of  New 
YoFk,  Ch.  6--"The  Role  of  Bond 
Counsel",  pp.  81-82  (Au- 
gust 26,  1977). 

(d)  Where  Underwriter's  counsel 
"signed  and  issued  the  opinion 
letter  without  questioning  the 
omission  from  the  offering 
circular  of  financial  state- 
ments concerning  the  issuer's 
prior  operating  history, 
reviewing  any  documents  as  to 
the  financial  status  of  the 
issuer,  or  making  inquiry  as 
to  results  of  operations  of 
prior  years".   SEC  Staff 
Report  concludes  "inquiry  was 
totally  inadequate."   SEC 
Release  No.  34-17831,  Attor- 
ney* s  Conduct  in  Issuing  an 
Opinion  Letter  Without  Con- 
ducting an  Inquiry  of  Underly- 
ing Facts  Failed  to  Comport 
with  Applicable  Standards  of 
Conduct  (June  1,  1981)  annexed 
as  Exhibit  G. 
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4.    Municipal  Finance  Officers  Asso- 

ciation^  Disclosure  Guidelines  for 
Offerings  of  Securities  by  State 
and  Local  Governments  (1976). 

(a)   NFOA  Guidelines  have  been 
criticized  as  ineffective 
because  of  their  voluntary 
nature.   See^  e.g.^  Letter 
dated  August  17,  1979,  from 
Chairman  Williams  to  Senator 
Proxmire  commenting  on 
S.  1236. 

B.   Liability  of  the  Municipal  Issuer? 

1.  A  private  cause  of  action  arising 
after  June  1975  will  presumably  lie 
against  municipal  issuers  under 
Section  10(b)  of  the  1934  Act  in 
light  of  the  amendment  to  the 
definition  of  "person"  in  Sec- 
tion 3(a)(9)  of  that  Act  expressly 
to  include  "government,  or  politi- 
cal subdivision,  agency  or  instru- 
mentality of  a  government."   Cf .  In 
re  New  York  Municipal  Securities 
Litigation,  supra,  annexed  as 
Exhibit  H. 

2.  Constitutional  Considerations 

(a)   Tenth  Amendment — National 
League  of  Cities  v.  Usery, 
426  U.S.  833  (1976)--  exten- 
sion of  Fair  Labor  Standards 
Act  provision  to  state  and 
local  employees  held  an 
unconstitutional  intrusion 
into  an  area  of  traditional 
governmental  functions.   It  is 
doubtful  that  the  Tenth 
Amendment  affords  a  serious 
defense  to  an  anti fraud  action 
under  the  Federal  securities 
laws.   See  Woods  v.  Homes  and 
Structures  of  Pittsburgh, 
Kansas,  Inc. ,  supra . 
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(b)   Eleventh  Amendment- -bars 

private  damage  actions  against 
states  (Hans  v.  Louisiana, 
134  U.S.I  (1890)  but  not  local 
entities  (Lincoln  County  v. 
Luning,  133  U.S.  529  (1890)). 
However,  a  state  may  waive  its 
sovereign  immunity  with 
respect  to  Federal  securities 
law  violations  by  voluntarily 
involving  itself  in  the  sale 
and  distribution  of  secu- 
rities.  Forman  v.  Community 
Services,  Inc.,  500  F.2d  1246 
(2d  Cir.   1974),  rev*d  on 
other  grounds,  421  U.S.   837 
(1975). 

C.    Liability  of  the  Municipal  Official 

An  official  of  a  municipality  acting  solely 
in  his  official  capacity  cannot  be  held 
individually  liable  under  Section  10(b)  of 
the  1934  Act.   In  re  New  York  Municipal 
Securities  Litigation,  supra. 


Liability  of  Others 

1.    Bond  Counsel 

(a)   Cronin  v.  Midwestern  Oklahoma 

Development  Authority,  619  F.2d  856 
(10th  Cir.  1980),  reversing  Franke 
V.  Midwestern  Oklahoma  Development 
Authority,  428  F.  Supp.  719  (W.D. 
Okla.  1976).   In  reversing  summary 
judgment  in  favor  of  counsel  and 
indicating  that  liability  would 
ensue  if  plaintiff  could  show  that 
lawyers  and  banks  knowingly  aided 
an  underwriter  in  the  fraudulent 
issuance  of  bonds,  the  Court  stated 
that  "the  legal  liability  of  bond 
lawyers  is  a  new,  relatively 
undeveloped  issue"  which  should  not 
be  prematurely  terminated. 
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(b)  "[T]he  purchaser  of  a  new  bond 
issue  [can]  expect  these  proce- 
dures--the  underwriters*  inves- 
tigation and  report,  the  accoun- 
tant's certified  financial  state- 
ment, bond  counsel's  opinion 
letter,  and  the  like--to  have  been 
faithfully  performed  .... 
Because  plaintiff's  allegations,  if 
true,  would  support  a  finding  that 
[defendant  bond  counsel's]  misrep- 
resentations and  nondisclosure  of 
material  information  acted  to 
perpetuate  a  fraud  by  allowing  to 
be  offered  for  sale  a  bond  issue 
that  would  otherwise  not  have 
succeeded,  he  is  entitled  to 
proceed  beyond  the  pleading  stage 
to  attempt  to  prove  his  alle- 
gations . "   Shores  v.  Sklar, 

610  F.2d  235  (10th  Cir.  1980), 
rev'd  on  other  grounds,  647  F.2d 
462  (10th  Cir.  1981). 

(c)  Opinion  of  bond  counsel  was  a 
"prospectus"  within  the  meaning  of 
Section  2(1)  of  the  1933  Act  which 
could  afford  a  basis  of  the  civil 
liability  for  misstatements  or 
omissions  under  Section  12(2)  of 
the  Securities  Act  if  the  IDB  in 
question  is  not  properly  exempt 
under  Section  3(a)(2)  of  the  Act. 
Baron,  et  al.  v.  Commercial  & 
Industrial  Bank  of  Memphis,  79-2 
U.S.  T.C.  P9515,  [1979-1980  Trans- 
fer Binder]  Fed.  Sec.  L.  Rep.  (CCH) 
II  96,826  (S.D.N.Y.  1979).   Contra, 
Nelson  v.  Quimby  Island  Reclamation 
District  Facilities  Commission,  491 
F.  Supp.  1364  (N.D.  Cal .  1980). 

2.    Underwriters 

(a)   Section  10(b)  of  the  Exchange  Act 

applies  to  municipal  securities  and 
to  the  underwriters  who  sell  them. 
In  re  New  York  Municipal  Securities 
Litigation,  supra . 
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(b)   Temporary  injunctions  issued 

against  underwriters  who,  "relying 
ostensibly  upon  unverified  informa- 
tion supplied  by  [promoter]  and 
without  exercising  due  diligence", 
misrepresented  various  facts.  SEC 
V.  Astro  Products  of  Kansas,  Inc., 
supra . 

The  WPPSS  default  promises  to  be  a 
fruitful  source  of  litigation  for 
plaintiffs'  lawyers  for  years  to  come. 
See  the  Complaint  annexed  as  Exhibit  I 
in  which  plaintiff  has  sued  (i)  under- 
writers, (ii)  construction  engineers, 
(iii)  bond  counsel,  (iv)  rating 
agencies,  and  (v)  an  engineering  and 
consulting  firm  alleging  violations  of 
Section  10(b)  of  the  1934  Act  and 
Rule  lOb-5  promulgated  thereunder.   This 
is  one  of  many  private  class  actions 
commenced  to  date  in  this  matter. 


III.   RECENT  DEVELOPMENTS 

A.  The  Taxable  Municipal  Bond.   As  of 
June  30,  1985,  the  Alaska  Housing 
Finance  Corporation  had  issued  $1,452 
billion  of  bonds,  the  interest  on  which 
is  subject  to  Federal  income  tax 
(including  $100  million  sold  in  the 
Eurodollar  market  through  a  Netherlands 
Antilles  finance  subsidiary).   The 
taxable  status  of  interest  on  a 
municipal  obligation  will  not 
necessarily  affect  the  Section  3(a)(2) 
exemption  from  the  registration 
requirements  of  the  1933  Act  and  the 
Section  3(a) (12)  exemption  from  the 
registration  and  reporting  requirements 
of  the  1934  Act.   See  Alaska  Housing 
Finance  Corporation  (available  March  25, 
1981)  annexed  as  Exhibit  J;  Alaska 
Industrial  Development  Authority  (avail- 
able May  5,  1982). 

B.  '  The  "Put"  Bond.   The  right  of  the  holder 

of  a  security  to  put  the  security  to  the. 


28 


issuer  as  a  result  of  a  change  in  the 
interest  rate  might  represent  an  offer 
of  a  new  security  which,  unless 
exempted,  must  be  the  subject  of  an 
effective  registration  statement.   The 
SEC  has  issued  a  no-action  letter  where 
the  put  was  to  the  user  of  a  facility 
financed  with  industrial  development 
funds.   The  no-action  letter  request 
proposed  two  theories:   an  analogy  to  a 
guarantee  (see  I. A.   1(b) (i)  supra ) ,  and 
an  analogy  to  an  exchange  of  securities 
with  the  issuer  exempted  by  Sec- 
tion 3(a)(9)  of  the  1933  Act.   Lord, 
Bissell  &  Brook  (availadDle  November  5, 
1981).   Where  the  put  is  directly  or 
indirectly  to  a  non-bank  financial 
institution  its  obligation  would  require 
registration — a  process  greatly  facil- 
itated by  Rule  415  and  Form  S-3. 

C.    The  so-called  Capital  Appreciation, 

Money  Multiplier,  Deferred  Payment  or 
Zero  Coupon  Bond.   The  bond  is  offered 
at  a  substantial  discount  from  its 
ultimate  principal  value  with  no  inter- 
est payments  during  its  term.   Among  the 
issues  raised  by  this  security  are: 
What  principal  amount  is  counted  against 
a  bonded  debt  limitation?   What  princi- 
pal amount  is  issued  for  purposes  of  the 
annual  state  ceiling  limitation  on 
qualified  mortgage  bonds  contained  in 
Section  103A(g)?   Can  such  obligations 
be  issued  in  a  jurisdiction  where  legis- 
lation does  not  permit  bonds  to  be  sold 
at  a  price  of  less  than,  e.g. ,  95%  of 
par  value? 


IV.   STATE  SECURITIES  LAW  CONSIDERATIONS 

A.    In  every  state  of  the  United  States, 
other  than  Nevada  and  the  District  of 
Columbia,  the  public  offering  of  a 
security  must  either  be  registered  with 
the  State  Securities  Commission  or  be 
exempt  from  the  process.   In  certain 
instances,  available  exemptions  must  be 
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perfected  by  a  filing  with  the  State 
Securities  Commission.   The  State 
Uniform  Securities  Act  contains  an 
exemption  for  "...   any  security, 
including  a  revenue  obligation,  issued 
or  guaranteed  by  the  United  States,  any 
state,  any  political  subdivision  of  a 
state  or  any  agency  or  corporate  or 
other  instrumentality  of  one  or  more  of 
the  foregoing  .  .  .  ."   The  following 
states  (state  statutory  citation  appears 
in  parenthesis)  have  adopted  the  uniform 
exemption  in  exactly  or  substantially 
the  foregoing  form:   Alabama 
(8-6-10(1));  Alaska  (45.55.140(a)(1)); 
Arkansas  67-1248(1);  California 
25100(a);  Colorado  11-51-113(1) (a) ; 
Connecticut  36-490(1);  Delaware 
7309(a)(1);  Florida  (517.051);  Georgia 
(10-5-8(1));  Hawaii  (485-4(1));  Idaho 
30-1434(1);  Illinois  3A. ;  Indiana 
(23-2-l-2(a)(l));  Kansas  ( 17-1261(a) ) ; 
Kentucky  (292.400(1));  Louisiana 
(51:704(1));  Maine  (873.1);  Maryland 
(11-601.(1));  Massachusetts  (402(a)(1)); 
Mississippi  (75-71-201(1));  Missouri 
(409.402(a)(1));  Nebraska  (8-1110(1)); 
New  Jersey  (49:3-50(a) (1) ) ;  New  Mexico 
(58-13-29.  A);  New  York  (359-f . 1 . (a) ) ; 
North  Carolina  (78A-16(1));  North  Dakota 
(10-04-05.1);  Oklahoma  (401(a)(1)); 
Oregon  (59.025(1));  Pennsylvania 
(202(a))  \/_)    Puerto  Rico  882.  (a)(1); 
Rhode  Island  (7-ll-8(b));  South  Carolina 
(35-1-310(1) ) ;  Tennessee 
(48-16-103(a)(l));  Texas  (5M)  ^^^)    Utah 
(61-1-14(1) (a));  Vermont  (9-4203(1)); 


*/  Rules  of  Pennsylvania  Securities  Commissioner 
also  require  that  the  securities  be  tax-exempt. 

**/  Rules  of  Commissioner  of  State  Securities 
Board  of  Texas  also  require  in  the  case  of  an 
industrial  development  bond  that  underlying  credit 
be  that  of  a  corporation  whose  stock  is  listed  on 
NYSE  or  ASE. 
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Virginia  (13 . l-514(a) (1) ) ;  West  Virginia 
(32-4-402(a)(l));  Wyoming  (17-4-114(i) ) . 

The  following  states  (which  have  also 
adopted  the  uniform  exemption)  distin- 
guish revenue  bonds  or  bonds  not  payable 
from  a  general  tax  for  special  treat- 
ment:  Arizona  (44-1843.1  and 
44-1843.01);  Iowa  (502.202.1.);  Michigan 
(451.802(1));  Minnesota  (80A. 151 . (a) ) ; 
Montana  (30-10-104(1));  New  Hampshire 
(421-B:  17  1(a));  Ohio  ( 1707 .02 (A) (B) ) ; 
South  Dakota  (47-31-67);  Washington 
(21.20.310(1));  Wisconsin  851.22(1)). 
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EXHIBIT  A 


Section  3(a)(2)  of  the  Securities  Act  of  1933 

"(2)   Any  security  issued  or  guaranteed  by  the 
United  States  or  any  territory  thereof,  or  by  the 
District  of  Columbia,  or  by  any  State  of  the  United 
States,  or  by  any  political  subdivision  of  a  State 
or  Territory,  or  by  any  public  instrumentality  of 
one  or  more  States  or  Territories.  •  •  •  or  any 
security  which  is  an  industrial  development  bond 
(as  defined  in  section  103(c)  (2)  of  the  Internal 
Revenue  Code  of  1954)  the  interest  on  which  is 
excludable  from  gross  income  under  section  103 (a) 
(1)  of  such  Code  if,  by  reason  of  the  application 
of  paragraph  (4)  or  (6)  of  section  103(c)  of  such 
Code  (determined  as  if  paragraphs  (4) (A) ,  (5),  and 
(7)  were  not  included  in  such  section  103(c)), 
paragraph  (1)  of  such  section  103(c)  does  not 
apply  to  such  security  ...•** 
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EXHIBIT  B 


"Rule  131.   Definition  of  Security  Issued 

ISSder  Government  Obligations. 

"(a)   Any  part  of  an  obligation  evidenced  by  any 
bond,  note,  debenture,  or  other  evidence  of  indebtedness 
issued  by  any  governmental  unit  spe<^if  ied  in  Section  3  (a) 
(2)  of  the  Act  which  is  payable  from  payments  to  be  made 
in  respect  of  property  or  money  which  is  or  will  be  used, 
under  a  lease,  sale,  or  loan  arrangement,  by  or  for  indus- 
trial or  commercial  enterprise,  shall  be  deemed  to  be  a 
separate  'security'  within  the  meaning  of  Section  2(1) 
of  the  Act,  issued  by  the  lessee  or  obligor  under  the 
lease,  sale  or  loan  arrangement. 

"(b)   An  obligation  shall  not  be  deemed  a  separate 
'security'  as  defined  in  paragraph  (a)  hereof  if,  (1)  the 
obligation  is  payable  from  the  general  revenues  of  a 
governmental  unit,  specified  in  Section  3(a)  (2)  of  the 
Act,  having  other  resources  which  may  be  used  for  pay- 
ment of  the  obligation,  or  (2)  the  obligation  relates 
to  a  public  project  or  facility  owned  and  operated  by 
or  on  behalf  of  and  under  the  control  of  a  governmental 
unit  specified  in  such  section,  or  (3)  the  obligation 
relates  to  a  facility  which  is  leased  to  and  under  the 
control  of  an  industrial  or  commercial  enterprise  but 
is  a  part  of  a  public  project  which,  as  a  whole,  is 
owned  by  and  under  the  general  control  of  a  governmental 
unit  specified  in  such  section,  or  an  instrumentality 
thereof. 

" (c)   This  rule  shall  apply  to  transactions  of 
the  character  described  in  paragraph  (a)  only  with  respect 
to  bonds,  notes,  debentures  or  other  evidences  of  indebtedness 
sold  after  December  31,  1968." 
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OFnCIAL  9TATEMENT  AND  PROSPECTUS 

$135,000,000  EXHIBIT  c 

Peninsula  Ports  Authority  of  Virginia 
Coal  Terminal  Revenue  Bonds,  1982  Series  A 

(Dominion  Tamiinal  AssociatM  Projoct) 

The  Bonds  art  baing  iMuad  to  finanoa  dia  acquWtion  and  construction  of  coal  port  fadlitias  in  the  City  of 
Newport  News,  VIrfinia.    TIm  Bonds  will  b«  limltad  obliffstions  of  tha  Authoritjr,  pajrabla  Crom  and 
~  hj  ma  assignniMit  of  ravanuas  to  ba  raeatvad  hj  Um  Authoiitjr  undar  a  Lmmtm  with  Dominion 
al  Associataa,  a  iHrginia  ganaral  partnarahis,  and  Crom  pajmants  pursuant  to  mn  irravocaUa 
of  Cradit  initiaUy  iaauad  hy 

General  Electric  Credit  Corporation 

Dated  Oetobar  IS,  Ittt  Dua  Oetobar  IS,  as  sat  forth  balew 

Tba  Lattar  of  Cradit  will  aspira  on  Oetobar  31. 1997.  and  dia  Bonds  ara  subjact  to  mandatory  radamption  on 
Oetobar  15, 1997,  wnlaaa  tfaa  Latter  of  Cradit  is  raplaoad  by  ona  or  mora  Altsmate  Lattars  of  Cradit  inuad  by  ooa 
or  mora  Cradit  Support  Companiaa,  aa  daacribad  harain. 

Tha  Booda  ara  subjact  to  optional  and  mandatory  radamption.  Saa  "The  Bonds— Radamption  of  Bonda." 
Tha  Bonds  will  be  iasnabla  aa  coupon  Bonds  in  dia  danomination  of.  $5,000  aach,  ragiatrabla  aa  to  principal 
only,  and  aa  fully  rsgistersd  Bonds  widiout  coupons  in  danominadons  of  $5,000  or  any  integral  multiple  thereof. 
Coupon  Bonds  and  mlly  registerad  Bonds  without  coupons  will  be  axchangeable  and  transferable  at  the  option  of 
the  holder.  Tha  principal  of  and  premium,  if  any.  and  semi*annual  intereat  (payable  April  15  and  October  15)  on 
aU  Bonds  will  be  pajrula  at  die  principal  corporate  trust  office  of  Unitsd  Virginia  Bank,  Richmond,  Virginia,  aa 
Tnistea,  or,  in  die  caaa  of  coupon  Bonda,  at  die  option  of  the  holder  tharsof,  at  the  principal  corporate  tniat  office 
of  Bankers  Trust  Company,  New  York,  New  York,  aa  Pajring  Agent,  except  that  intersst  on  esch  fully  reg^tered 
Bond  will  be  payable  by  oiscfc  or  draft  mailed  to  die  regiatared  owner  thereof. 

THESE  SECURITIES  HAVE  NOT  BEEN  APPROVED  OR  DISAPPROVED  BY  THE  SECimiTIES 

AND  EXCHANGE  COMMISSION  NOR  HAS  THE  COMMISSION  PASSED  UPON  THE 

ACCURACY  OR  ADEQUACY  OP  THIS  OFFICIAL  STATEMENT  AND  PROSPECTUS. 

ANY  REPRESENTATION  TO  THE  CONTRARY  IS  A  CRIMINAL  OFFENSE. 

120,000,000  S«rial  Bonds 
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1990 
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S3,000,000 

$2,000,000 

100% 

1986 

7.00 

100 

2,000,000 

1991 

8.50 

100 
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1987 

72$ 

100 

2,000.000 

1992 

8.75 

100 

2,000,000 

1988 

7.75 

100 

2,000.000 

1993 

9.00 

100 

2,000,000 

1989 

8.00 

100 

2.000.000 

1994 

9.20 

100 

$9,000,000  10%  Bonds  Du«  October  IS,  1997^Pric«  100% 
121,000,000  10H%  Bonds  Du«  Octobor  IS,  2002^Pric«  100% 
$SS,000,000  10M%  Bonds  Du«  October  IS,  2012— Prico  100% 
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100% 
$135,000,000 


2.558%  (4) 
$3,453,300 


97.442% 
$131,546,700 


(1)  Plua  accrued  interaat  from  October  15, 1982. 

(2)  See  "UNDBRWsmNO"  for  indanmificadon  arrangements. 

(3)  Before  deducting  axpenaas  of  the  offsring.  estimated  at  $1,312,000,  which  will  be  paid  by  Dominion 
Terminal  Assodataa. 

(4)  Repraaantt  die  waighted-ainrage  underwriting  diacount.  See  "Undbrwriting." 

In  tb»  ofiiaioa  oi  San/re,  Saaders  d  Dempaey,  Bond  Counsel,  under  the  lew  existing  on  the  date  ot 
original  delivery  oi  tite  Bonds,  tlie  interest  tltereon,  except  on  sny  Bond  lor  any  period  during  wltieit  it  is 
iteM  by  a  "substantial  user^  oi  die  Facilities  described  herein  or  s  "related  person,  as  those  terms  are  used 
in  Section  103(b)  (13)  oi  the  Internal  Revenue  Code  ot  1954,  as  amended,  is  exempt  irom  Federal  income  tax, 
and  the  Bonds,  their  transier  and  the  income  thereirom,  are  exempt  irom  all  taxation  by  the  Commonwealth 
oi  Virginia  or  any  political  sultdivision  thereoi. 

The  Bonds  sre  ofered  when,  ss  and  if  iasued  by  the  Authority  and  accepted  by  the  Underwriters  and  subject 
to  approval  of  legality  hv  Bond  Counaal,  and  certain  other  conditions.  It  is  expected  that  the  Bonds  will  be 
available  for  delivery  in  New  York,  New  York,  on  or  about  November  22,  1982. 

Goldman,  Sachs  &  Co.  Wheat,  First  Securities,  Inc. 

The  date  of  this  Offirlal  Statement  and  Prospectus  is  Novembei  12,  1982. 
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TUf  OOcial  ScatMMst  Mni  Piwptclw  CMMtUalM  •  ptwpMlM  ifltfi  r«pcet  i»  th«  Ltctir  of  0«dic 
hf  G«Mral  Ekctrk  Cratft  Corponttai,  •  Na»  YotIi  wt»tr>ti—  (*H;ECC*).  Ii  Mppwt  of  ite 
S13S,0M.000  P«riMiU  Pwtt  AatlMfffty  of  VbiMa  CoiU  TtntfMl  lAvm*  Bwrft,  1M2  Smim  A 
(DMriHtoa  Tarariul  Awctam  Fujm).  A  wghiiHto  ttataMat  wHk  r«pcet  i»  Mck  Baaii  hM  Mt 
kMB  AM  nidtr  th«  S«cvrltiM  Act  of  1933,  m  ■■wdri.  GECCi  «nc«tlTe  hMd^oartm  an  tocstod  at 
570  LndigtiM  AvtHM,  Naw  Yoriu  N«w  Yarfc  lt022,  M<  ill  atehrftcratlf*  ••€«  an  located  at  2M 
Bidet  Road,  Staatford,  Cowwcrtnit  MM!  (Tiiipiiiai  1^  (M3)  387.4IM).  tar« 
GECC  is  iacludod  or  lacorporatod  by  roronaco  io  tho  Appiadlr  korola,  aai 
■r|id  10  roviow  tUs  iafonaatiaa  caraAilly. 


AVAILABLE  INVOBMATION 


OECC  it  tubjoct  to  tlio  informatioiial  ftqiiifciaeBit  of  tlio  Socuiitiit  Pirtiaino  Act  of  1934  tad  in 
acoordanoe  therewith  fllet  repora  and  other  iaformatioa  whh  the  Socuritiet  and  FKfhainr  Coramitiioa 
(the  "Gimouttion**).  Such  repora  and  other  iafbrmation  caa  be  intpeeted  and  copied  at  Room  1024  at 
the  offloe  of  dw  G>iiunittion,  430  Fifth  Street  N.W.,  Waihiafton,  D.C  20S49.  at  wcO  u  at  the  Regioiial 
Oflket  of  the  Giminitiaon  at  219  South  Dearborn  Street,  Oiicafo.  Dliaoit  60604, 26  Federal  Plaza,  New 
Yoric  New  Yorlc  10278  aad  10960  WUthire  Boulevard,  Lot  Aafelet.  Califoraia  90024,  aad  oopiet  can  be 
obtained  by  oiail  ftom  the  Public  Reference  Seciioa  of  the  CommiitMm  at  Wathiafioa,  D.C  20S49  at 
pretcribed  ratet.  Repora  and  other  mlbrmaikNi  ooncening  OECC  can  alto  be  hiHWCied  at  the  oAcit  oT 
the  New  York  Stock  Exchange.  20  Broad  Street,  New  York.  New  York  lOOOS.  on  which  certain  ofOECCk 
debt  securities  are  listed. 


GECC  hereby  undertakes  to  provide  without  charge  to  each  perwn  to  whom  a  copy  of  this  OSdal 
Stttement  and  Protpectut  hat  been  deliverad,  on  the  written  or  oral  nquett  of  sudi  penoa,  a  copy  of  any 
or  all  of  the  documents  referred  to  in  the  Appendix  to  this  Ofidal  Statement  and  Protpectut  which  have 
been  or  may  be  incorporated  in  the  AppendLc  to  thit  OSdal  Statement  and  Protpectut  by  reference,  other 
than  exhibits  to  such  documents.  Requettt  for  such  copies  should  be  directed  to  James  R.  Bunt,  Vioe 
President  and  Comptroller.  General  Electric  Credit  Corporation,  260  Long  Ridge  Road,  Stamford, 
Connecticut  06902,  Telephone  No.  (203)  337-4000. 


IN  CONNECTION  WITH  THIS  OFFERING,  THE  UNDERWRITERS  MAY  OVER-ALLOT  OR 
EFFECT  TRANSACTIONS  WHICH  STABIUZE  OR  MAINTAIN  THE  MARKET  PRICE  OF  THE 
BONDS  AT  A  LEVEL  ABOVE  THAT  WHICH  MIGHT  OTHERWISE  PREVAIL  IN  THE  OPEN 
MARKET.  SUCH  STABIUZING,  IF  COMMENCED,  MAY  BE  DISCONTINUED  AT  ANY  TIME. 
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$135,000,000 

Peninsula  Ports  Authority  of 
Coal  Tarminal  Revanua  Bonds,  1982  Sarias  A 

(Dominion  Torminal  Asaocisl—  ProJMt) 


INTSODUCTORY  STATEMENT 

iOfldalStaiMiiMtt  and  Pwpecm  (the  **OflcUlSmiiii— t")  jaovidt  iafomuiiott  in  oonaectiott 
with  the  offlmag  by  the  PeainiuU  Pom  Authority  of  Virgiaia  (the  ** Authority**)  of  its  Peniasula  Pom 
Authofity  of  Virgiaia  Coal  Tenniaai  Revenue  Boads,  1982  Series  A  (Dominion  Tenniaal  Associates 
Project),  hi  the  aggiegate  principal  aaiouat  of  $135,000,000  (the  "Boads**).  The  Bonds  are  being  iuued 
10  fiaaaoe  the  afqwisitiim  ud  ooastnicdon  of  ooal  port  Adlities  in  Newpon  News,  Virginia,  in  the  Port  of 
Hamptoa  Roads  (The  ''Facilities'*).  The  Facilities  will  be  operated  by  Doaiiaion  Tenatnal  Associates,  a 
general  panaerdup  under  the  Virguia  Uaifom  Partaership  Act  ("OTA**),  whose  general  partners  are 
Anaco  Tenahial  Gompaay,  Ashland  Tenalaal,  lac.,  Ptosloa  Coal  Tenaiaal  Coiporation,  Sierra  Coal 
Company,  and  Westmoreland  Termhial  Company  (faidividually  a  "Compaay**  and  odlectively  the 
"Companies'*).  The  Companies  are  wholly  owised  subsidiaries  of  Armco  Ia&,  Ashland  Coal,  lac.  The 
Pittsion  Company,  Utah  International  Inc,  and  Westmoreland  Coal  Company,  req)ectively  (individually 
a  "Parem'*  and  collectively  the  "Parents**). 

The  Attthoti^  will  lease  the  Fadliiies  to  DTA  under  the  terms  of  a  Lease,  dated  u  of  October  IS, 
1982  (the  "Lease").  The  Lease  will  require  DTA  to  make  rental  payments  to  the  Authority  sufBdent  to 
pay  when  due  the  principal  of  and  premium,  if  any,  and  intersst  on  the  Bonds.  Under  the  terms  of  a 
Throughput  and  Handling  Agreement,  dated  u  of  ()ctober  IS,  1982  (the  "Throughput  Agreement"),  the 
Companies,  severally  and  not  Jointly,  will  agrse  to  make  payments  to  DTA  which  in  the  aggregate  will 
provide  DTA  with  sufBdent  Amds  to  make  all  rental  payments  due  under  the  Lease.  DTA  will  assign  its 
rights  to  receive  certain  payments  ftom  the  Companies  under  the  Throughput  Agreement  to  the  Authority. 
The  Bonds  will  be  issued  under  an  Indenture  of  Trust,  dated  u  of  October  15,  1982  (the  "Indenture"), 
between  the  Authority  and  United  Virginia  Bank,  Richmond,  Virginia,  as  trustee  (the  "Trustee").  The 
Authmity  will  assign  to  the  Trustee  its  rights  to  receive  rental  payments  ftom  DTA  under  the  Lease  and  its 
tights  to  rsoehre  payments  ftom  the  Companies  under  the  Throughput  Agreement 

Pursuant  to  a  Letter  of  Credit  Agreement,  dated  u  of  October  15,  1982,  General  Electric  Credit 
Corporation,  a  New  York  coiXMrstion  ("OECC"),  will  deliver  to  the  Trustee,  for  the  account  of  DTA,  an 
irrevocable  letter  of  credit  (the"GECC  Letter  of  Credit"),  obligating  OECC  to  pay  to  the  Trustee,  upon 
demand  and  in  accordance  with  the  terms  thereof,  the  piincalpal  of  and  premium,  if  any,  and  interest  on  the 
Boada  when  due.  The  OECC  Letter  of  Credit  will  expire  on  October  31, 1997.  The  OECC  Letter  of  Credit 
may  be  replaced  on  October  IS,  1997  with  one  or  more  Alternate  Letters  of  Credit  (an  "Alternate  Letter  of 
Credit"  and  collectively  the  "Alternate  Letters  of  Credit"),  as  to  all  or  any  portion  of  the  outstanding 
Bonds.  An  Alternate  Letter  of  Credh  may  be  issued  for  a  term  of  two  or  more  yean  by  OECC  or  by 
another  credit  support  company  (which  may  or  may  not  be  a  commercial  bank).  As  used  herein,  the  term 
"Letter  of  Credit"  shall  refer  to  the  OECC  Letter  of  Credit  and  any  aad  all  Ataemate  Letters  of  Credit,  aad 
the  term  "Credit  Support  Company"  shall  refer  to  OECC  and  any  and  all  other  credit  support  companies. 
The  ptincqMd  amount  of  outstanding  Bonds  not  supported  by  an  Alternate  Letter  of  Credit  is  subject  to 
Buadatory  redemptioa  on  Onober  IS,  1997.  See  "Thb  Bonds— Maadatory  RedemptioBs." 

A  payaieat  default  under  the  Lease  or  the  Throughput  Agreement  or  a  bankruptcy  of  DTA  or  a 
Company  or  a  Parent  will  not,  by  itwlf,  result  in  acceleration  of  payment  of  the  Bonds  or  in  redempoon  of 
the  Bonds  prior  to  October  IS,  1987.  In  the  event  of  any  such  default  or  bankruptcy,  the  Credit  Support 
Company  will  be  obligated  under  the  Letter  of  Credit  to  continue  to  make  payments  suffideat  to  pay  the 
principal  of  and  premium,  if  any,  and  interest  on  the  Bonds  until  maturity  or  until  earlier  redemptioa  on  or 
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■A«rOcioberlS.19f7.  l^tlwica«M.aodMGripdoatamiMliid«dktkit<MkM 

the  Tbroafhput  Agweaem  or  the  banacM  and  proptniw  of  DTA,  limComptaim  or  iho 


The  Bonds  viD  bo  I 
dw  Authority  and  Witt  aoc  ( 
irf'itt  iaoone.  VBceiptt  or  I 
end  credit  nor  the  lannt  power  of  the  < 

be  pledfed  for  the  pnynwu  of  the  priac^  of  or  peHMUi,  if  ny,  or  i 
of  the  Bonds  will  haw  the  right  to  eompei  the  emdie  of  the  taiiaf  poiver  of  the 
Vlfginia  or  any  political  sobdiviriott  Iheieof  in 


Brief  dceeripiiDaB  of  dM  Amhoriiy.  dM  Fadfiiies.  the  Bonds,  the  LeiHr  of  Oradk  i^ 
incfaided  m  diis  Ofldal  Statement  AttsnchdeacriptioaiamqnniliediatiMirenriwtyby 
rdatint  to  or  atfrfting  the  enfoeeement  ttfciedisors*  righa.  AM  tilbieneai  heiwin  le  the 
Lease,  the  Thioufhpat  AgneoKnt  lad  the  Indeatme  are  4|ttaliBod  in  tlMV  eiriniy  by 
documents,  and  the  description  hereiA  of  the  Bonds  is  quaiiied  in  itt  entirity  by 
thereof  and  the  mfonnation  with  leipect  thereto  mcluded  in  the 


Information  ooaeening  OECC  is  inriiided  or  inooiponied  by  refaeaee  in  the  i^peadix  hewto    Att 
in  the  Appendix  has  been  Amished  by  OECC  and  al 
Faciuibs'*  has  been  foniished  by  DTA. 


THE  AUTHORITY 

The  Authority  is  a  body  politic  and  ooiporaie  and  a.poUiical  snbdindoo  of  the  CoouMWwoalth  of 
Virginia  and  is  authorixed  and  empowered  under  the  laws  of  the  CoouMWwealthof  ^Hiiiaietoissaeiis 
revenue  bonds  in  order  to  acquire  and  construct  coal  pon  facilities  in  Newport  Newa»  ^%giaia.  in  the  For 
of  Hampton  Roads. 


THEFACnjnES 

The  Facilities  will  fiMiritf  of  a  coal  nffnge  and  irfUfthirtftfut  t*— *«»*^  10  be  constructed  imcHi 
approximately  70  acres  of  land  located  on  the  northeast  side  of  the  lemet  River  in  Newport  News, 
Virginia,  in  the  For  of  Hampton  Roads.  The  Facilities  am  eMpiwiwI  10  haw  an  aaaaal  throughput 
capacity  (based  upon  average  rail  car  ciqMMity.  type  of  rail  car  cotqilefs,  number  of  sioraffe  piles  and 
mechanical  and  operating  effldendes)  of  ftom  12  to  15  million  ions  per  year  uiiliBng  ground  sioraffe  of 
approximatdy  l.S  million  tons.  The  Fadliiies  will  be  served  by  a  de^  water  channd  approxiautdy  45 
feet  deep.  The  pier  facilities  are  designed  to  permit  dredging  to  55  feet  without  imemiption  of  operations. 
The  Facilities  wiU  have  railroad  service  under  a  long-term  tranvortation  agreenmnt  with  The  Chesapeake 
ft  Ohio  Railway  Company.  It  is  aatidpated  that  initial  shipawnts  will  take  place  in  the  second  quarter  of 
1984. 
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USE  OF  PROCEEDS 

It  is  estimated  that  tbe  prooeeds  derived  ftom  the  sale  of  the  Bonds  will  be  applied  as  follows: 

Aoquisitioa  and  Construction $1 12,000,000 

Net  Interest  During  Constnicdon 1 8,234,700 

Bond  Discount  to  Underwriters 3.453,300 

Other  financing  Expenses 1,312,000 

Principal  Amount  of  Bonds ^ $135.000.000 

OECC  will  not  receive  any  prooeeds  of  the  Bonds. 

Pending  apjrfication  in  the  manner  set  forth  above,  the  net  proceeds  will  be  invested  as  described 
under  the  **Thb  Indbntum  —  Investment  of  Funds.'* 

SOURCE  OF  PAYMENT  AND  SECURITY  FOR  BONDS 

DTA  will  be  required  in  the  Lease  to  make  rental  payments  to  the  Trustee  sufficient  to  pay  when  due 
the  principal  of  and  premium,  if  any,  and  interest  on  the  Bonds.  The  Companies,  severally  and  not  jointly, 
wiU- agree  m  the  Throughput  Agreement  to  make  payments  to  DTA  which  in  the  aggregate  will  provide 
DTA  with  suffldent  ftuds  to  make  all  rental  payments  due  under  the  Lease.  To  the  extent  that  rental 
payments  made  under  the  Lease  are  not  available  to  pay  in  full  the  principal  of  and  premium,  if  any.  and 
imerest  due  on  the  Bonds  on  any  Bond  payment  date,  the  Trustee  will  be  required  to  draw  moneys  under 
the  Letter  of  Credit  in  an  anuxmt  suffldent  to  provide  for  the  payment  of  the  prindpal  of  and  premium,  if 
any.  and  interest  on  the  Bonds  due  on  that  date. 

The  Bonds  will  be  limited  obligations  of  the  Authority,  will  not  be  payable  from  the  general  funds  of 
the  Authority  and  will  not  constitttte  a  pledge,  charge,  lien  or  encumbrance  upon,  or  an  assignment  of,  any 
of  its  income,  recdpts  or  revenues,  except  those  spedfically  assigned  under  the  Indenture.  Neither  the  faith 
and  credit  nor  the  taxing  power  of  the  Commonwealth  of  Virginia  or  any  political  subdivision  thereof  will 
be  iriedged  for  the  payment  of  the  prindpal  of  or  premium,  if  any,  or  interest  on  the  Bonds  and  no  holder 
of  the  Bonds  will  have  the  right  to  compd  the  exercise  of  the  taxing  power  of  the  Commonwealtli  of 
Vk^aiM  or  tny  political  subdivision  thereof  in  connection  with  any  default  thereon. 

The  Trustee's  rights  with  respect  to  the  Fadliiies  are  limited.  Consequently,  the  Facilities  will  not 
provide  any  practical  security  for  the  Bonds. 

THE  BONDS 

The  Bonds  will  be  issued  in  the  aggregate  prindpal  amount  of  $135,000,000,  will  be  dated  October 
15, 1982,  will  bear  mterest  at  the  rates  per  annum  set  forth  on  the  cover  page  hereof,  payable  semiannually 
on  April  15  and  October  15  of  each  year,  commencing  April  15,  1983,  and  will  mature  on  October  15  in 
the  yean  and  in  the  principal  amounts  set  forth  on  the  cover  page  hereof.  The  Bonds  will  be  issuable  as 
coiqmi  Bonds  in  the  denomination  of  $5,000  each,  registrable  as  to  prindpal  only,  and  as  Ailly  registered 
Bonds  without  coupons  in  denominations  of  $5,000  or  any  integral  multiple  thereof.  Coupon  Bonds  and 
Aitty  roistered  Bonds  without  coupons  may  be  transferred  or  exchanged  without  cost,  except  for  any  tax  or 
other  governmental  charge.  The  prindpal  of  and  premium,  if  any,  on  all  Bonds  and  interest  on  all  coupon 
Bonds  will  be  payable  at  the  prindpal  corporate  trust  office  of  the  Trustee  or,  in  the  case  of  coupon  Bonds, 
at  the  option  of  the  holder  thereof,  at  the  prindpal  corporate  trust  office  of  Bankers  Trust  Company.  New 
York,  New  York,  as  Paying  Agent  (the  "Paying  Agent").  The  intrti;*^  on  each  fully  registered  Bond  will 
be  payable  by  check  or  draft  mailed  to  the  registered  owner  thereof. 


The  Bpnds  are  subjea  to  redemption  prior  to  maturity  as  provided  below  under  the  headings 
"Optional  Redemptions**  and  ''Mandatory  Redemptions.** 
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OpdoMi 

Cpjthnal  Rtdemptipm  On  or  Afi»  Oetcbtr  15, 1997.  The  Bonds  ire  tubjea  to  redtmpiioii  on  or  after 
Oeiobor  IS,  1987.titlierinwliol«ataflydiBoorinpnn(iaaflyiaitfnlmiiltipl«orS5.000)onaflymiei^ 
pnyntnt  d«tt,  upon  ^yment  in  oach  cue  of  the  appUcnbto  radoinpikNi  price,  ■KpiiiiiMJ  as  a  rf^ffltt  or 
iha  principal  amount  of  the  Bonds  to  be  redeemed,  set  (brth  in  the  table  below,,  tofether  with  ' 
aceraed  to  the  redemption  date: 


October  15, 1987  to  October  14,  198I..mmm*««m>.«mmm.mmm«..m...m.  105  % 

October  15. 19M  to  October  14, 1989 I04V& 

October  15, 1989  to  October  14, 1990 104 

October  15, 1990  to  October  14, 1991 103U 

October  15. 1991  to  Ooober  14, 1992 103 

October  15, 1992  to  Ooober  14, 1993 102V& 

October  15, 1993  to  October  14,  1994mmmm«mm«.*mmmmm««m«mmmm.  102 

October  19. 1994  to  October  14,  i999M*M«MM«*MMM*»M<M»«MraM*<»MM  101  ii 

October  15, 1995  to  October  14,  1996....»...».*.m.........m.m.«.<......  101 

October  15, 1996  to  October  14, 1997 lOOH 

October  15, 1997  and  theteafter 100 

Extraekltitaiy  Opttmal  Rttkmptlm.  The  Bonds  are  sttbiject  to  redemption  in  whole,  at  dM  option  of 
DTA,  at  a  redemption  price  equal  to  the  principal  amoimt  thereof,  plus  aoenied  iatesni  thereon  to  the 
redemption  date,  on  any  date  within  180  days  (bllowing  the  adoption  of  the  pertinent  resolntioo  of  the 
Manafement  G>mmittee  of  DTA  or  the  delivery  of  the  opinion  of  counsel,  as  the  case  may  be,  described 
below,  upon  the  occurrence  of  any  one  or  more  of  the  following  events: 

(a)  The  Facilities  shall  have  been  damaged  or  destroyed  to  such  an  extent  that.  In  the  opinion  of 
DTA,  as  expressed  in  a  icsolution  adopted  by  the  Management  Committee  of  DTA,  (i)  the  Facilities 
could  not  be  reasonably  restored  within  a  period  of  six  months  to  the  operating  condition  thereof 
immediately  preceding  such  damage  or  desnuction,  or  (ii)  DTA  is  thereby  prevented  or  is  likely  to  be 
prevented  fiom  carrying  on  its  normal  operations  at  the  Facilities  tot  a  ptntiod  of  six  months;  or 

(b)  Thle  to,  or  the  temporary  use  of,  all  or  substantiaUy  all  of  the  Facilities  shall  have  been  taken 
under  tlie  exercise  of  the  power  of  eminent  domain  by  any  governmental  authoiiiy  or  sold  in  lieu 
thereof  and  such  taking  or  sale,  in  the  opinion  of  DTA,  as  sxpiesied  in  a  resolution  adopted  by  the 
Management  G>mmittee  of  DTA,  is  likely  to  result  in  DTA  being  thereby  prevented  flrom  carrying  on 
its  normal  operations  at  the  Facilities  for  a  penod  of  six  months;  or 

(c)  As  a  result  of  any  changes  in  the  Consttwtkm  of  the  Commonwealth  of  \^rginia  or  the 
Constitution  of  the  United  States  of  America  or  as  a  result  of  legisUtkm  or  administrative  action 
(whether  sttte  or  Federal)  or  by  final  decree,  judgment  or  order  of  any  coun  or  administrative  body 
(whether  sute  or  Federal)  entered  alter  the  contest  thereof  by  DTA  in  good  faith,  the  Lease,  in  the 
opinion  of  independent  counsel,  shall  have  become  void  or  unenforceable  or  impossible  of 
performance  in  accordance  with  the  intent  and  purposes  of  the  parties  thereto,  or  shall  have  been 
dedared  to  be  unlawful,  or  unreasonable  burdens  or  excessive  liabilities  shaQluive  been  imposed  on 
DTA,  as  expressed  in  a  resolution  adopted  by  the  Managemem  Commi****  of  DTA,  w»<^««^itig. 
without  limitation.  Federal,  state  or  other  ad  valorem,  property,  income  or  other  taxes  not  being 
imposed  on  the  date  of  the  Lease;  or 

(d)  Changes  in  the  economic  availability  of  or  demand  for  labor,  raw  nuierials,  operating 
supplies,  energy  sources  or  supplies  or  facilities  necessary  to  operate  the  Facilities  or  technological, 
legal,  market  or  other  changes  make  the  continued  operation  of  the  Facilities  uneconomical  in  the 
opinion  of  DTA,  as  expressed  in  a  resolution  adopted  by  the  Management  Committee  of  DTA. 
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Mamdai9iy  Partial  Rtden^iloH.  The  Bonds  matttiing  on  Oeiob«r  15, 1997,  on  October  15, 2002,  and 
OB  October  15,  2012  (ooUectively  the  "Term  Bonds"),  ue  subject  to  mandatory  partial  redemption  on 
October  15  in  the  yean  (each  such  date  is  refbrrsd  to  herein  as  a  **mandatoiy  partial  redemption  date**) 
and  •wM>mn«  shown  below,  at  a  redempiioB  price  equal  to  the  principal  amount  thereof  to  be  redeemed, 
plus  accrued  imerest  thereon  to  the  redemptton  date: 

Tmb  ■«<§  Malwlaf  •■ 

IS.  sou 


Oclttar  IS,  IffT 
•IS 


TmmWmi 

IS 
•fitoYMr 


1999. 
I99i. 


SSjOOOuOOO 
ifiOOJKO 


1999. 
1999. 
3000. 


13.000.000 
4u00Oj00O 


3001. 


SjOOOjOOO. 


IS 
•fItoYMr 


2003 
2004 
2009 
3009 

2007 
2009 

2009 
2010 
2011 


S  6,000.000 
6j000j000 
7j000j000 
TjDOOjOOO 


9g000y000 
10.000,000 
10.000.000 
11.000,000 


The  Audiority  will  receive  a  credit  hi  respect  of  payments  required  to  be  made  on  any  mandatory 
partial  redemption  date  in  an  amount  equal  to  the  principal  amount  of  any  Term  Bonds  subject  to 
mandatory  partial  redemption  on  such  date  that  have  been  redeemed  (otherwise  than  through  a 
mandatory  partial  redemption)  prior  to  such  mandatory  partial  redemption  date  or  purchased  by  DTA  or 
any  of  the  OMnpanies  ot  Parents  and  delivered  to  the  Trustee  for  cancellation  at  least  forty-five  days  prior 
losMhdate. 


Mandmor^  Badai^pthn  Upon  Cartotm  Eveius  qf  Taxabik^.  The  Bonds  are  subjea  to  mandatory 
redenqxion  m  whole  at  a  redemption  price  equal  to  the  ptinc^  amount  thereof,  plus  accrued  interest 
thereon  to  the  redemption  date,  on  any  date  within  180  days  alter  receipt  by  the  Trustee  of  noiioe  of  ( 1 ) 
the  issuance  or  modlAcation  or  amendment  of  a  published  or  private  ruUnf  of  the  Internal  Revenue 
Service  or  a  technical  advice  memorandum  issued  by  the  national  office  of  the  Internal  Revenue  Service  in 
which  DTA  has  panic^tad  or  has  been  given  the  opportunity  to  participate  and  which  ruling  or 
memoraadum  DTA  m  its  discretion  does  not  contest  by  an  appropriate  procreding  directly  or  through  a 
holder  of  a  Brad,  or  (2)  a  final  determination  by  any  court  of  oompetem  jurisdiction  hi  the  United  Sutes 
hi  a  pwfwtdtng  in  iriiidi  DTA  has  been  given  written  notice  and  an  opportunity  to  partidpate  and  defend, 
hi  either  case,  to  the  eibct  that,  as  a  result  of  a  failure  by  DTA  to  observe  any  covenant,  agreement, 
lapresentiiion  or  warranty  in  the  Lease,  the  interest  payable  on  the  Bonds  is  includable  in  the  groM  income 
for  Federal  moome  tax  purposes  of  the  holden  thereof  (other  than  a  "substantial  user**  of  the  Facilities  or 
a  "related  perwn**  u  such  terms  are  used  in  Section  103(b)(  13)  of  the  Internal  Revenue  Code  of  1954,  u 
amended-the"Code'*). 

Mandatiwy  BadtmptloH  tfpoa  NoneompkHan  qf  FaeiHtUs.  The  Bonds  are  subject  to  mandatory 
redemption  m  whole  hi  the  evem  DTA  fkils  to  deliver  to  the  Trustee  evidence  of  the  completion  of  the 
nequishion  and  construction  of  die  Facilities  (i)  by  October  15,  1985,  or  (u)  by  October  15,  1986,  in  the 
event  DTA  is  prevented  ftom  completing  the  aoquifition  and  construction  of  the  Facilities  by  October  15, 
1985,  as  a  result  of  droumstanoes  beyond  the  control  of  DTA.  In  such  event,  the  Bonds  must  be  redeemed 
on  any  date  within  180  days  fiallowing  the  date  on  which  evidence  of  the  completion  of  the  Facilities  was 
due,  at  a  redemption  price  equal  to  the  principal  amoum  therwf,  plus  accrued  uiterest  thereon  to  the 
redemption  date. 

Mandtuarf  Rtdemption  Upon  Mj^iration  qf  Letter  qf  Credit.  The  Bonds  are  subject  to  mandatory 
redemption 

(a)  in  whole  on  October  15,  1997,  in  the  event  that  the  GECC  Letter  of  Credit  is  not  replaced 
with  any  Alternate  Letter  of  Credit; 

(b)  m  part  (in  any  integral  multiple  of  $5,000)  on  October  15. 1997,  in  the  event  that  Alternate 
Letter(s)  of  Creidit  are  issued  to  replace  the  GECC  Letter  of  Credit  as  to  only  a  portion  of  the 
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outsundint  Bonds,  Mcfa  redcmpdon  lo  be  ia  a  priactptl  anowM  equal  lo  tha  priadpal  amowttof  the 
Bonds  that  will  hoc  ba  supponad  by  tha  Alianaie  Laaar(s)  of  Cndli:  aad 

(c)  in  whole  or  in  pan  (in  any  iniefral  multiple  of  S5,000)  on  the  iaaefctt  payment  date  neit 
preoeding  the  expiration  date  of  an  Alternate  Letmr  of  Credit,  in  the  eiftm  that  such  Akemate  Letter 
of  Credit  expires  prior  lo  October  31, 2012.  and  is  not  replaced,  in  whole  or  m  p#it,  by  new  Altenaie 
Letter(s)  of  Credit,  such  redempiioa  to  be  in  a  principal  amount  equal  to  the  principal  amount  of  the 
Bonds  that  will  not  be  supponed  by  new  Ahemate  Letier(s)  of  Oedit; 

at  a  redemption  price  equal  lo  the  prindpal  amoum  of  the  Bonds  to  be  ludeemed.  plus  accrued  imemet 
thereon  to  the  redemption  date. 

Mandatory  Ktdamptim  Upon  Banhuptq^  pf  CndU  Support  Cempai^.  The  Bonds  are  sohiect  lo 
mandatory  redemption  in  whole  or  m  pen  (in  any  integral  multiple  of  SSJOOO)  upon  the  utuureime  of 
certain  events  of  bankruptcy  with  respect  to  a  Credit  Suppon  Con^pany,  unlen  DTA  causes  an  Altenaie 
Letter  of  Credit  10  be  issued  within  110  days  after  any  such  evcw  to  veplaoe  the  Letter  of  Credit  issued  by 
the  bankrupt  Credit  Suppon  Company,  such  redemption  to  be  m  a  pnndpal  amoum  equal  to  the  principal 
amount  of  the  Bonds  supponed  by  the  Letter  of  Credit  issued  by  the  bankrupt  Credit  Suppon  Company 
that  will  not  be  supponed  by  the  new  Alternate  Letter  of  Credit,  at  a  redemption  price  equal  to  the 
prindpal  amount  of  the  Bonds  to  be  redeemed,  plus  accrued  interest  thereon  to  the  redemption  date.  Such 
redemption  shall  be  made  on  any  date  within  Ibny-tve  days  after  the  expiration  of  such  110-day  period. 

Nodce  of  Redemptien 

Notice  of  redemption  of  any  Bonds  win  be  given  by  publication  once  a  week  fbr  two  succcsiive  weeks 
(the  first  publication  to  be  at  least  thirty  days  before  the  date  fixed  fbr  redemptioa)  hi  a  newspaper 
carrying  financial  news  published  at  leest  weekly  in  the  Gty  of  New  York.  New  York,  and  m  a  newspaper 
of  general  circulation  published  at  least  weekly  in  the  Gty  of  Richmond,  Virginia,  and  by  mailing  a  copy 
of  the  redemption  notice  to  the  holders  of  registered  Bonds  to  be  redeemed  and  to  all  other  faoMcrs  of 
Bonds  who  have  filed  their  names  and  addresses  with  the  Tmsiee  for  such  puipose.  Failure  to  give  such 
notice  by  mailing  or  any  defect  in  such  notice  will  not  affta  the  validity  of  the  redemption. 

Partial  Redemptieas 

If  less  than  all  of  the  Bonds  are  called  for  redemption  (other  than  pursuant  to  a  nmndaaoiy  partial 
redemption).  DTA  or  the  Credit  Suppon  Company,  as  the  case  may  be,  will  be  entitled  to  select  the 
maturities  to  be  redeemed  and  the  prindpal  amount  of  Bonds  within  such  maouidm  to  be  redeemed 
Within  the  maturities  subject  to  redemption,  the  particular  Bonds  or  portions  thereof  to  be  wdeemed  wiD 
be  selected  by  lot  by  the  Trustee.  In  the  case  of  a  mandatory  partial  redemption,  within  the  maturitia 
subject  to  redemption,  the  Term  Bonds  or  ponioas  thereof  to  be  redeemed  will  be  selected  by  lot  by  the 
Trustee. 


Covenants  Rcgardtag  Tax  Exempt  Statue  of 

DTA  covenants  in  the  Lease  that  it  will  not  approve,  or  permit  to  be  appeovad  on  its  behalf,  any  use 
of  the  proceeds  of  the  Bonds  if.  as  a  resultof  such  use.  more  than  10%of  the  net  proceeds  of  the  Bonds 
(induding  investment  income  therefrom  but  enHwding  accrued  mierest  and  amwmts  paid  fbr  cxpeniei 
incurred  in  connection  with  the  issuance  of  the  Bonds)  expended  at  that  time  would  be  considered  as 
having  been  used  for  purposes  other  than  payment  of  the  costs  of  the  acquisition  and  construction  of  docks, 
wharves  or  storage  facilities  within  the  meaning  of  Section  103(b)(4)  of  the  Code,  and  that  it  will  not  take 
any  action  or  omit  u>  take  any  action  that,  if  taken  or  omitted,  would  advcrmly  affta  the  exemption  of 
interest  on  the  Bonds  under  the  Code.  DTA  also  covenants  m  the  Lease  that  it  will  not  make  or  direct  the 
Trustee  to  make  any  investment  that  will  cause  the  Bonds  to  be  ''arbitrage  bonds**  within  the  meaning  of 
Section  103(c)  of  the  Code. 

Acceleratioo 

The  Bonds  may  be  declared  immediately  due  and  payable  upon  a  paymem  defkuh  on  any  Bond 
under  certain  conditions  described  under  the  caption  **Tbm  iNDnnuni^Events  of  Defkult  and  Remedies.** 
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THE  LETTER  OF  CREDIT 
The  foUowlBg  b  a  nuHMry  of  ccrtaia  provbioos  of  the  Letter  of  CrediL 

GECC  Letter  of  Credit 

The  GECC  Letter  of  Credit  is  an  irrevocable  oblisatioa  of  GECC  to  pay  to  the  Trustee,  upon  demand 
and  in  aoowdanoe  with  the  terms  thereof,  amounts  sufficient  to  provide  for  the  payment  of  the  principal  of 
and  premium,  if  any,  and  interest  due  on  the  Bonds,  whether  at  nuturity,  upon  redemption  or  otherwise. 
The  Indenture  requires  the  Trustee  lo  draw  under  the  GECC  Letter  of  Credit  in  order  to  obtain  funds  to 
provide  for  the  payment  of  the  principal  of  and  premium,  if  any,  and  interest  on  the  Bonds  to  the  extent 
that  rental  payments  made  under  the  Lease  are  not  available  to  pay  in  AiU  the  principal  of  and  premium,  if 
any,  and  interest  due  on  the  Bonds  on  any  Bond  payment  date.  In  addition,  in  certain  insunces,  the 
Trustee  is  required  to  use  moneys  drawn  under  the  GECC  Lener  of  Credit  to  purchase  obligations  of.  or 
guaranteed  as  to  principal  and  interest  by,  the  United  States  of  America  ( ''Government  Obligations*'), 
which  will  be  held  in  trust  by  the  Trustee  and  used  to  pay  the  principal  of  and  premium,  if  any,  and 
interest  on  the  Bonds  on  future  Bond  payment  dates. 

The  amount  available  under  the  GECC  Letter  of  Credit  shall  be  reduced,  without  duplication,  by  ( 1 ) 
the  principal  amount  of  Bonds  which  are  no  longer  deemed  to  be  outttanding  under  the  Indenture,  ( 2 )  the 
amount  of  any  drawing  under  the  GECC  Letter  of  Credit,  ( 3 )  with  respect  to  the  amount  available  under 
the  GECC  Letter  of  Credit  to  pay  interest  on  the  Bonds,  as  of  any  date,  such  amount  as  may  be  in  excess  of 
the  sum  of  (x)  the  interest  to  aocrae  on  the  Bonds  through  October  15, 1997,  and  (y)  interest  accrued  prior 
to  such  date  which  remains  unpaid,  (4)  with  respect  to  the  amount  available  under  the  GECC  Letter  of 
Credit  to  pay  any  redemption  premium  on  the  Bonds,  as  of  the  fifteenth  Business  Day  after  each  interest 
payment  date,  such  amount  as  may  be  in  excess  of  the  product  of  the  then  applicable  redemption  premium 
on  the  Bonds  multiplied  by  the  outstanding  principal  amount  of  the  Bonds,  and  (5)  the  amount  of  any 
principal  or  interest  or  premium  due  in  respect  of  the  Bonds  which  remains  unpaid  fifteen  Business  Days 
after  the  date  such  amount  was  due  and  payable  and  as  to  which  no  drawing  has  been  made  prior  to  such 
fifteenth  Ihirinftt  Day  under  the  GECC  Letter  of  Credit  As  used  herein  **Business  Day**  shall  mean  any 
day  other  than  a  day  on  which  banks  in  New  York  City  are  authorized  or  required  by  law  or  executive 
order  to  remain  closed  After  any  such  reduction,  the  Trustee  shall  no  longer  have  any  right  to  make  a 
drawing  under  the  GECC  Letter  of  Credit  in  respect  of  the  amount  of  principal  or  premium  or  interest  on 
the  Bonds  causing  or  corresponding  to  such  reduction. 

In  the  GECC  Letter  of  Credit,  GECC  oovenanu  that  it  will  not  merge  or  consolidate  with  any  other 
corporation  or  sell,  convey,  transfer  or  otherwise  dispose  of  all  or  substantially  all  of  iu  asseu  to  any 
corporation,  unless  either  GECC  is  the  continuing  corporation,  or  the  successor  corporation  (if  other  than 
GECC)  is  a  corporation  organized  and  existing  under  the  laws  of  the  United  States  of  America  or  a  state 
thereof  and  such  corporation  expressly  assumes  all  of  GECC*s  obligations  under  the  GECC  Letter  of 
Credit 


of  GECC  Letter  of  Credit;  Alternate  Letters  of  Credit 

The  GECC  Letter  of  Credit  and  GECC*s  obligatioas  thereunder  will  expire  on  October  31.1 997.  The 
GECC  Letter  of  Credit  nuy  be  replaced  on  October  IS.  1997  with  one  or  more  Alternate  Letters  of  Credit 
issued  by  GECC,  by  one  or  more  other  Credit  Support  Companies  or  by  GECC  and  such  other  Credit 
Support  Companies.  Any  such  Alternate  Letter  of  Credit  must  be  issued  for  a  term  of  two  or  more  years 
and  must  be  in  all  other  nuterial  respects  the  same  as  the  GECC  Letter  of  Credit  If  more  than  one 
Alternate  Letter  of  Credit  is  issued  to  replace  the  GECC  Letter  of  Credit  all  of  the  Alternate  Letters  of 
Credit  must  be  issued  for  the  same  term.  Any  Alternate  Letter  of  Credit  that  expires  prior  to  October  31. 
2012  may  be  replaced  by  one  or  more  new  Alternate  Letten  of  Credit  As  a  condition  to  the  substitution  of 
.Miy  Alternate  Letter  of  Credit  (other  than  an  Alternate  Letter  of  Credit  issued  by  GECC),  DTA  must 
ftimish  to  the  Trustee  written  evidence  from  Moody's  Investors  Service,  Inc  ("Moody*s'*),  if  the  Bonds  are 
rated  by  Moody's,  and  from  Standard  ft  Poor's  Corporation  (''SAP'*),  if  the  Bonds  are  rated  by  SAP,  to 
the  effect  that  such  rating  agency  has  reviewed  such  Alternate  Letter  of  Credit  and  that  the  proposed 
substitution  will  not  cause  a  reduction  in  such  rating  agency's  then  applicable  rating  of  the  Bonds.  GECC 
is  not  obligated  to  issue  an  Alternate  Letter  of  Credit 
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Upon  the  ooeiiiTaiot  of  otrtaia  fvcati  of  bnlmipicy  wlih  nipta  10  a  Citdb  SttppoR  Compaoy.  DT 
may  provide  for  tha  iatuaiica  of  ona  or  mora  Altenuiia  Latian  of  Credit  iaauad  by  ona  or  mora  other  Credit 
Support  Companiaa  to  raplaoa  tha  Letter  of  Credit  iuued  by  the  haakrupt  Cndit  Suppon  Company.  As  a 
condhioa  lo  tha  subatitutioa  of  any  nwh  Altaraaia  Letter  of  Credit.  DTA  must  ftimish  to  the  Trustee 
writtea  avidaaca  from  Moody's,  if  tha  Bonds  are  rated  by  Moody^  and  ftom  SAP,  if  the  Bonds  an  rated 
by  SAP,  10  tha  effect  that  such  rating  afaacy  has  reviewed  such  Alternate  Letter  of  Credit  aad  that  the 
proposed  subatitutioa  of  such  Altenuita  Letter  of  Credit  wOl  aoc  reault  ia  such  ratfaif  afaacyli  raiiat  of  the 
Bonds  being  lower  than  tha  second  highest  radag  asaigaed  by  such  raiiag  agaacy.  Aay  such  Ahanaia 
Letter  of  Credit  must  be  issued  for  a  ttim  which  shall  cwiespoad  with  the  tersM  of  odMr  outstaadhig 
Aitenata  Letters  of  Credit  or,  if  there  are  ao  other  owwrandfaig  Ahanaia  Lacrnn  of  Credit,  for  a  term  of 
two  or  more  years  aad  must  be  ia  all  odiar  auuarial  reepeoa  the  same  as  the  OECC  Letter  of  Credit  If 
mon  thaa  oaa  Aiteraata  Letter  of  Ciedit  will  be  iasaed  10  replace  the  Letter  of  Credit  iesaed  by  a  baakrapc 
Credit  Support  Compaay,  all  of  the  Ahenam  Letters  of  Credit  amet  be  issued  for  the  same  ttfOL 

See  **Tn  BoNoa— Maadaiory  Rademptioas*'  for  a  dascripiioa  of  pnvisioas  requiiiag  mandatory 
redempfioaofthe  Boads  upoa  the  expiratioaof  tha  GECC  Letter  of  Creditor  aa  Altenate  Letter  of  Credit 
or  upoa  the  baakrupccy  of  a  Credit  Support  Compaay  hi^tha  eveat  ao  Altaraate  Lanier  of  Credit  is  israed. 

THXINDENTUIE 

The  f oUewing  ia  a  aammary  of  certaia  pravialeae  ef  the  ladeMne.  Wei*  aad  taraM  need  in  thte 
that  are  deflaed  in  the  ladsaiate  ahaU  have  the  aame  meaafaiB  ee  deflaed  in  the 


ef  Laaae  aad  Thraaghpat 

The  Authority  will  assiga  to  tlia  Trustee  all  of  tlia  Authority's  right,  title  aad  iatarest  ia  aad  to  the 
Lease  (except  certain  indemnification  rights  and  other  riglus  reserved  by  the  Authori^)  and  to  all  rental 
payments  required  to  be  made  by  DTA  under  tlie  Lease  and  to  certain  payments  requited  to  be  made  by 
the  Companies  under  the  Throughput  Agreement  u  security  for  the  payment  of  the  ptindpal  of  and 
premium,  if  any,  and  interest  oa  tlie  Boads. 


The  ladeature  aaublishas  aa  Acquisidoa  aad  Coastnictioa  Fuad  to  be  held  by  tlie  Trustee.  The  aet 
proceeds  of  the  Bonds  (exclusive  of  accrued  interest  initially  deposited  in  the  Bond  Fund)  will  be 
deposited  in  the  Acquisition  and  Construction  Fund  and  applied  to  the  payment  of  the  cost  of  dw 
acquisition  and  construction  of  tlia  Facilities  upon  requisition  therefor  by  DTA. 


The  Indenture  esublishes  a  Bond  Fund  to  be  held  by  the  Trustee.  The  aociued  interest,  if  any,  on  the 
Bonds,  moneys  remaining  in  the  Acquisition  and  Construction  Fund  after  completion  of  the  Facilities, 
rental  payments  made  by  DTA  under  the  Lease,  moneys  drawn  under  the  Letter  of  Credit  and  certain 
other  moneys  specified  in  the  Indenture  will  be  deposited  in  the  Bond  Fund.  Moneys  in  the  Bcmd  Fund 
will  be  used  solely  for  the  payment  of  the  principal  of  and  premium,  if  aay.  and  interest  <m  the  Bonds. 

If  a  Bond  or  coupon  is  not  presented  to  tlie  Trustee  for  payment  on  its  maturity  or  redemption  date, 
the  Trustee  will  hold  moneys  in  the  Bond  Fund  for  the  benefit  of  the  holder  of  such  Bond  or  coupon  until 
such  Bond  or  coupon  is  presented  for  payment  The  Trustee  will  not  have  any  obligation  to  invest  such 
moneys  and,  if  a  matured  Bond  or  coupon  has  not  been  presented  for  payment  or  redemption  after  four 
yean  from  the  date  such  Bond  or  coupon  becomes  due,  the  Trustee  is  obligated  ( after  publication  of  notice 
required  by  the  indenture)  to  return  such  moneys  to  DTA,  and  the  holder  of  such  Bond  or  coupon  must 
thoeafter,  as  an  unsecured  general  creditor,  look  only  to  DTA  for  payment  of  such  Bond  or  coupon. 

iBvcstBMBt  ef  Fuada 

Moneys  in  the  Acquisition  and  Construction  Fund  will,  at  the  direction  of  DTA,  be  invested  in  (i) 
Oovemment  Obligations,  (ii)  obligations  issued  or  guaranteed  by  any  sute  or  political  subdivision  thereof 
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nted  A3  or  hifher  by  Moody's  or  A  or  higher  by  SAP;  (iii)  oommerdal  or  lliuiioe  paper  which  it  rated 
either  P-1  or  A-1  or  an  equivalent  by  Moody's  or  SAP;  (iv)  bankers*  acceptances  drawn  on  and  accepted 
by  commercial  banks;  ( v )  oertiflcaies  of  deposit  or  time  deposits  of  banks  or  trust  companies,  including  the 
Tnistte  or  any  commercial  bank  affiliated  with  the  Trustee,  organized  under  the  laws  of  the  United  Suies 
of  America  or  any  sttte  thereof,  having  a  reported  capital  and  surplus  of  at  least  SlOO  million;  (vi) 
repurchase  agreements  Aally  secured  by  Government  Obligations;  and  (vii)  any  other  investment  not 
prohibited  by  applicable  law.  Moneys  in  the  Bond  Fund  will  be  invested  in  Oovemment  Obligations 
selected  by  the  Trustee. 

EfWMs  of  Defanlt  and  Remedial 

Under  the  Indenture,  (a)  the  failure  to  pay  the  interest  on  any  Bond  when  and  as  the  same  becomes 
due  and  payable  and  the  continuance  of  such  fidlure  for  a  period  of  two  days,  or  (b)  the  failure  to  pay  the 
principal  of  or  premium,  if  any.  on  any  Bond  when  and  as  the  same  becomes  due  and  payable,  will 
coosdtnte  an  "Event  of  Default**  Upon  the  occurrence  and  continuance  of  an  Event  of  Default,  the 
Tfustee  may,  and  upon  the  written  request  of  the  hoiden  of  not  less  than  twenty-live  percent  in  aggregate 
priacqMl  amount  of  Bonds  then  outttanding  shall,  declare  the  principal  of  idl  Bonds  and  the  accrued 
interest  thereon  to  the  date  of  such  declaration  to  be  immediately  due  and  payable.  Upon  the  occurrence 
of  an  Event  of  Default  under  the  Indenture  and  a  declaration  of  acceleration  of  the  Bonds,  the  Trustee 
shall  declare  all  rental  payments  under  the  Lease  to  be  immediatdy  due  and  payable.  In  addition,  the 
Trustee  in  its  discretion  may  take  any  other  action  to  enforce  the  fights  of  the  holders  of  the  Bonds  and 
require  the  Authority  or  DTA  or  both  to  carry  out  any  agreement  for  the  benefit  of  such  holders  and 
perform  their  duties  under  the  Lease  and  the  Indenture  and  require  the  Credit  Support  Company  to 
perform  itt  obligations  under  the  Letter  of  Credit  No  remedy  conferred  upon  the  Trustee  or  the 
bondholden  is  exclusive  of  any  other  remedy.  The  Indenture  contains  no  provision  requiring  that  periodic 
evidence  as  to  the  absence  of  Events  of  Default  or  as  to  compliance  with  the  terms  of  the  Indenture  be 
flimiahed. 

The  holders  of  a  minority  in  aggregate  principal  amount  of  the  Bonds  outstanding  may,  under  certain 
drcumstanoes,  annul  a  declaration  of  acceleration  of  payment  of  the  Bonds,  and  any  such  annulment  will 
nutomatically  annul  the  corresponding  acceleration  of  payment  of  all  rental  paymentt  under  the  Lease. 
An  annulment  <^  a  declaration  of  acceleration  of  payment  of  the  Bonds  will  not  however,  affea  any 
tubscqueat  Event  of  Default  under  the  Indenture  or  impair  any  tight  or  remedy  of  the  Trustee  or  the 
bondholden  with  respect  to  such  Event  of  Default 

The  hoiden  of  a  minority  in  aggregate  principal  amount  of  the  Bonds  outsunding  at  the  time  of  an 
Event  of  Default  may,  by  written  notice,  direct  the  method  and  place  of  conducting  all  remedial 
proceedings  to  be  taken  by  the  Trustee. 

No  holder  of  any  Bond  will  have  any  right  to  institute  any  action,  suit  or  proceeding  in  equity  or  at 
law  foi  the  execution  of  any  trust  under  the  Indenture  or  the  punuit  of  any  remedy  under  the  Indenture  or 
under  the  Bonds  unless  (i)  such  bondholder  previously  has  givm  to  the  Trustee  written  notice  of  an  Event 
of  Default  (ii)  the  hoiden  of  not  less  than  twenty-five  percent  in  aggregate  principal  amount  of  the  Bonds 
then  outstanding  under  the  Indenture  have  made  written  request  to  the  Trustee  to  do  so  and  have  aflbrded 
the  Trustee  a  reasonable  opportunity  to  exercise  the  powen  granted  in  the  Indenture  or  to  institute  such 
action,  suit  or  proceeding,  (iii)  the  Trustee  has  been  offered  satisfactory  security  and  indemnity  against  the 
costs,  expenses  and  liabilities  to  be  incurred,  and  (iv)  the  Trustee  has  not  complied  with  such  request 
within  a  reasonaUe  time.  Nothing  contained  in  the  Indenture  shall  affect  or  impair  the  right  of  any 
bondholder  to  enforce  the  payment  of  the  principal  of  and  premium,  if  any.  and  interest  on  any  Bond 
when  due. 

All  moneys  received  by  the  Trustee  p  .-«int  to  any  right  or  remedy  given  or  action  taken  under  the 
provisions  of  the  Indenture,  after  payment  of  the  costs  and  expenses  of  the  proceeding  resulting  in  the 
ocrilection  of  such  moneys  and  the  fees  and  expenses  of  the  Trustee  (except  that  moneys  drawn  under  the 
Letter  of  Credit  shall  not  be  used  for  purposes  other  than  payment  of  the  Bonds),  will  be  deposited  by  the 
Trustee  in  the  Bond  Fund  and  applied  tt>  the  payment  of  the  principal  of  and  premium,  if  any,  and  interest 
then  due  and  unpaid  on  the  Bonds  in  accordance  with  the  provisions  of  the  Indenture. 
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The  AuihoriQr  ifraes.  at  ths  raqncst  of  DTA  and  to  the  extern  then  petnitied  by  law,  to  we  iti  best 
eibra  to  inoe  (h>m  tiflw  to  tiflw  one  or  nioie  wfkt  of  ( i)  AddiikMial  Boodi  to  provide  ni^^ 
additional  oom  <^  the  «i*i"^«'«^^  and  uwimmiiiw  of  the  Facilities  and  (ii)  Reflmding  Bonds  to  reAind 

,«y  n^%.i/l.  <««i— tiiik^  iMuUr  th^  liiil^ttiw,  mhjait  in  math  t^mam  tn  tJM  wequMingm  that  th^  i— «>»#»  ^thf 

Additional  Bonds  or  the  Reflmding  Bonds  not  impair  dw  exdudabillty  ftom  inconw  fix  Federal  iaonne 
taa  pniposes  jrf'imewst  on  any  Bonds  then  outstindhig  Any  Addidonal  Bonds  and  Reflmding  Bonds  win 
rank  on  a  parity  with  and  wiD  be  secnrad  eqoally  and  ratably  with  aO  odMf  Bonds  ootstaading  under  the 
Indenmie  and  may  only  be  issued  if  they  an  s^voned  by  aLetmrofCiudn. 


In  the  event  that  aO  Bonds  secured  by  the  Indennie  are  paid  or  deenwd  paid  in  aoootdanoe  with  the 
Indcntura,  then  the  tight  and  husrest  <^  the  Trustee  in  and  to  the  tiust  estate  created  in  the  IndetKue  and 
aO  oovcnants.  agrseflMnii  and  other  obligatioos  <^  the  AuthofiQr  to  the  bondholdefs  wiD  thereupon  cease, 
and  beoome  void  and  be  discharfed  and  satisied.  In  the  event  the  Bonds  of  any  series  or  the 
iirfeny  maturity  within  a  series  are  paid  or  deenwd  paid  in  aeeeidance  with  the  Indenaum,  then  such 
and  the  coupons  appertaining  thenno  will  oease  10  be  entitled  10  any  lien,  beneft  or  security  under 
the  Indentnie  (other  dun  the  tight  to  receivu  payment)  and  aO  oovunami,  agiuemeais  and  other 
obligatioos  of  the  Authority  w  the  holden  of  such  Bonds  wiD  dMiuupon  eease,  lerminaie  and  become  void 
and  be  discharged  and  liriilltd 


AH  Bonds  or  the  Bondsof  sny  ooeor  more  series  or  sny  one  or  more  outurities  within  any  one  or 

rriBS  AT  any  CffmbinaWffB  thW*^,  »»"*  ■"  muptma  MpptwMiiiing  tligtgm,  will  he  AmmmmA  tn  haiiy  ^>egn 

paid  in  aooordanoe  with  the  Indenture  if  and  when  (i)  in  the  case  such  Bonds  are  lo  be  redeemed  on  any 
date  pfior  to  their  maturity,  the  Trustee  shall  have  inevocabie  instrvcdons  lo  publish  a  notice  <^ 
reden^Nion  in  aooordanoe  with  the  Indenture,  (M)  there  have  been  inevocaUy  deposited  with  the  Trustee 
(a)  moneys  which  wiD  be  mflkiini  lo  pay  when  due  the  pfindpal  <^and  premium,  if  any.  and  interest  due 
and  to  beoome  due  on  each  such  Bond  on  or  prior  to  the  redemption  date  or  maturity  dMveof  or  (b) 
GovenuMm  ObligatioiM  that  are  not  redeemable  by  any  person  other  than  the  holder  and  that  nmiure  and 
bear  interest  in  such  anKwnti  and  at  such  timm  as  will  provide  suflkient  moneys  «>  pay  when  due  the 
principal  of  and  premium,  if  eny,  and  interest  due  and  to  beoome  due  on  each  such  Bond  and  coupon  on 
and  prior  to  the  redemption  date  or  maturity  date  thereof,  and  (Hi)  instructions  have  been  given  to  the 
Trustee  (br  the  publication  <^  notice  thu  such  Bonds  and  coupons  are  deemed  to  have  been  paid  in 
aooordanoe  with  dw  Indenture. 


If  all  of  the  Bonds  are  paid  or  deenmd  paid  in  aooordanoe  with  the  Indenture,  the  Letter  of  Credit  will 
terminaie  and  dw  holders  of  dw  Bonds  outstanding  must  look  only  to  the  trust  Amds  held  by  the  Trustee 
for  payment  of  the  Bonds. 

The  covenants  of  DTA  regarding  the  tax-exempt  tutus  of  the  Bonds  shall  remain  in  AdI  force  and 
eSeex  with  respect  to  all  Bonds  until  the  principal  of  and  premium,  if  any,  and  interest  on  the  Bonds  shell 
have  been  paid  in  fliU.  notwithstanding  that  the  lien  of  the  Indenture  has  been  discharged  as  a  result  of  the 
deposit  with  the  Trustee  of  moneys  and/or  Government  Obligations  in  the  manner  provided  above. 


ModlBcatien  ef  dm  luiininri,  dm  Lenae  and  dm  Letter  ef  Credit 


No  amendment  or  modiflcation  may  be  made  to  the  Indenture  without  the  prior  wiinea  consent  of  the 
Ckedit  SuppoR  Company  and  DTA.  After  obtaining  the  consent  of  the  Credit  Support  Company  and 
DTA,  the  Authority  and  the  Trustee  nuy,  without  the  consent  of  c-  ice  lo  the  bondholder^  enter  into 
supplemental  Indentum  (i)  to  tptdfy  and  determine  any  matten  relative  to  the  Bonds  which  are  not 
contrary  to  or  inconsistent  with  the  Indenture  and  which  do  not  adversely  affect  the  interest  of  the  holders 
<^the  Bonds;  (M)  to  cure  any  defect,  omission  or  ambiguiiy  in  the  Indenture;  (iii)  lo  grant  lo  or  confer 
upon  the  Trustee  for  the  beneflt  of  the  holden  of  the  Bonds  any  additional  rights,  remiedies,  powers 
authority  or  security  which  may  be  lawAtlly  granted  or  conferred  and  which  are  not  contraiy  to  or 
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inoonsistent  with  the  Indenture;  (iv)  to  add  to  the  oovenanti  and  afreementi  of  the  Authority  any  other 
oovenanti  and  agreements  to  be  observed  by  the  Authority  which  an  not  oontrary  to  or  inoonsistent  with 
the  Indenture;  (v)  to  add  to  the  limiutions  and  restrictions  in  the  Indenture  other  limiutions  and 
restrictions  to  be  observed  by  the  Authority  which  are  not  contrary  to  or  inoonsistent  with  the  Indenture; 
(vi)  to  oonfirm,  as  ftarther  assurance,  any  assignment  under,  and  the  subjection  to  any  daim,  lien  or 
assignment  created  or  to  be  created  by  the  Indenture  of  any  revenues  or  receipts  of  the  Authority  or  of  any 
other  moneys,  securities  or  Auds;  (vii)  to  authorise  and  provide  for  the  issuance  in  accordance  with  the 
terms  of  the  Indenture  of  Additional  Bonds  or  ReAinding  Bonds;  or  (viii)  to  make  any  other  change  that 
in  the  judgment  of  the  Trustee  does  not  advosely  affect  the  interest  of  the  holden  of  the  Bonds.  The 
consent  of  the  holden  of  not  less  than  a  m^tity  in  aggregate  principal  amount  of  the  Bonds  then 
outstanding  under  the  Indenture  is  required  for  the  execution  and  delivery  of  any  other  supplemental 
Indentures,  except  that  the  consent  of  tlie  holders  of  all  of  the  Bonds  then  owinandfaig  is  required  (i)  to 
change  the  times,  amounts  or  currenqr  of  payment  of  the  principal  of  or  ptemium,  if  any,  or  interest  on  any 
outstanding  Bond,  or  reduce  the  principal  amount  or  ledanpdon  price  of  anyontstanding  Bond  or  the  nte 
of  BUerest  thereon,  (ii)  except  for  any  parity  daim,  lien  or  atsignmrat  made  m  connection  with  the 
issuance  of  Additional  Bonds  or  Refonding  Binds,  to  create  a  daim  or  lien  upon,  or  an  assignment  of,  the 
trust  estate  created  under  the  Indenture  ranking  prior  to  or  on  a  parity  with  the  daim,  lien  or  assignment 
created  by  the  Indenture,  (iii)  to  grant  a  ptefeience  or  priority  of  any  Bond  or  any  Bonds  over  any  other 
Bond  or  Bonds,  or  (iv)  to  reduce  the  percentages  of  the  aggregate  prindpal  amount  of  the  Bonds  required 
for  consentt  under  the  Indenture. 

No  amendment,  diange  or  modifications  may  be  made  to  the  Lease  or  the  Letter  of  Credit  without 
the  prior  written  consent  of  the  Credit  Support  Company.  After  obtaining  the  consent  of  the  Credit 
Support  Company,  the  Trustee  may,  without  the  consent  of  or  notice  to  the  bondholders,  consent  to  any 
amendment,  change  or  modification  of  the  Lease  or  the  Letter  of  Credit  as  may  be  required  (i)  in 
connectkm  with  the  issuance  of  Additional  Bonds  or  Refonding  Bonds,  (ii)  for  the  purpose  of  curing  any 
ambiguity  or  formal  defect  or  omission,  or  (iii)  in  connection  with  any  other  change  therein  that,  in  the 
judgment  of  the  Trustee,  does  not  advenely  affect  the  interest  of  the  hinders  of  the  Bonds.  The  consent  of 
the  holders  of  not  less  than  a  nuuotity  of  the  Bonds  then  outstanding  affected  by  any  other  amendment, 
diange  or  modification  of  the  Lease  or  the  Letter  of  Credit  is  required  for  any  such  amendment,  change  or 
modification  of  the  Lease  or  the  Letter  of  Credit 

TheTriwtae 

The  Trustee  may  resign  and  be  discharged  of  the  trusts  created  by  the  Indeimire  by  executing  an 
instrument  in  writing  filed  with  the  Authority  and  DTA  and  by  publishing  notice  of  such  resignation  once  a 
week  for  two  consecutive  weeks  in  a  newspaper  carrying  finandal  news  published  at  least  weekly  in  the 
City  of  New  Yorlc,  New  York,  and  in  a  newspaper  of  general  circulation  published  at  least  weekly  in  the 
City  of  Ridmiond,  Virginia,  in  the  manner  set  forth  in  the  Indenture.  The  Trustee  may  be  removed  at  any 
time  by  an  instrument  in  writing,  appointing  a  successor,  filed  with  the  Trustee  so  removed  by  the  holden 
of  a  m^iofity  of  the  Bonds  then  outstanding,  provided  that  such  removal  will  not  take  effect  prior  to  the 
receipt  of  notice  thereof,  in  writing,  by  DTA  and  the.acoeptance  by  such  successor  <^  its  appointment  The 
Indenture  provides  for  the  appointment  of  a  successor  Trustee  in  the  event  of  any  vacanor  in  the  office  of 
Trustee. 

The  Trustee  is  under  no  obligation  to  enforce  the  trusts  created  by  the  Indenture  unless  requested  to 
do  so  by  the  holden  of  at  least  twenty-five  percent  m  aggregate  princq>al  amoum  of  the  Bonds  at  the  time 
outstanding  and  may  require  indemnity  satisfactory  to  it 

GECC  DTA,  the  Companies  and  the  Parents  maintain  normal  commerdal  bankin*'  relationships 
with  theTrustee. 
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UNDnwmiTlNG 


SubjMt  10  ths  tenns  and  ooadidoas  of  ths  Uodtrwritiag  Afnemmt,  ths  Aushoiiiy  hu  agnad  to  idl 
10  tha  Undcrwritan  aaaad  balow,  aad  the  UndarwriMia  aaaad  balow  have  wvanlly  agnad  w  pwchaaa 
Oom  dw  Authority  tha  principal  aoMMmt  oftha  Boadt  mc  fofth  oppoaiw  thair  namai  balow. 


OoMaua.  SachiA  Co. 


ISJSOjOOO 


ACol 


A.  W«hMrDM«lMRy4k  Co.. 
rACo^lM. 


•n 

S  MMjOOO 
MMjOOO 
MMjOOO 
MMjOOO 


Cnifit 


Col  >-. 


O^  of  VkfiaMi.  lac 

4kC0L.lM. 

Laflita* 


C^ 


J.J.B.iailutf.W.LLfOM.1 
Ho*wi,W«a.Uao«tao 

,lilojr4kCo., 


MMjOOO 
SOOjOOO 
MMjOOO 


Thonml 

Honor,  loifcidalo*  Co. 

L  P.  HMmi*  Conpoay  lac 

lavostaoM  Covponiioa  of  VliaiBta  — ~ — 

Kiddor.  Fnbody  4k  Co..  laoofpontid 

Losofd  Prorat*  Co. 

Uhoua  IndMn  Kuha  Loob,  lac 

Monfll  Lyacfa  WhiM  W«M 

Cipini  Moffcon  Onap  ( MLFFAS.  lac ) 

Mef!gaaSiaaloy4kCo..Iac 

iNavooaACo..! 


WoaaWolhor. 

Co. 

AWriikila 


SOOjOOO 
SOOjOOO 
MMjOOO 
MMjOOO 
MMjOOO 


no.000 
I004M0 


SOOjOOO 


LA. 


Co. 


.lac 


iOOJIOO 


4k  W« 


L  P.  RodHddd.  UaMTboff.  TowWa 

Saleaoa  IndMn  lae . 

jflotf  4k  SttiDfnIIO'w ,.  ,»»>»  »■«■■■  ■■■—*»•■—. —.»«.. 

SiWSflOO/AflMfiGUI  CxpiVtt  Ittfr  •••••••».»•< 

Soaih  Baraoy.  Hanis  UpiMai4k  Co..  lac 
,  MdUaaoa  Soottfitioi  lac  


lOOjOOO 
000.000 

100,000 


I00.00O 
100.000 
100.000 


ThoOWo 
OppnMaMr4kCe..lac 

Plpor.  Joanjr  4k  Hopwooa 
WakE.Pioaock4kCe..Iac... 
PrwcBii.  Bail4k  Ttoboa.  lac  . 

NtMO  PoftaMi  ~-... ~... 


MMjOOO 

SOOjOOO 
MM.000 


SOOjOOO 
MM.000 

MMjOOO 


Wi 
A.0.1 

WtfdMiBi  4k  Co..  lac 

Doaa  Wimr  RoyaoMi,  lac 

M.E.AIIina4kCo..lac  .... 


AichW.lloaara4kCo. 
RooMvah  4k  Cn«,  lac 
Itnm  Moilii  lac 
SdMiff4kJoaM.la 
HofboRj.»aM4kCe.,lac 


MMjOOO 
MMjOOO 


Aadoneo  4k  Smdwkk 

Rotan  W.  ■■ifid  4k  Coapaay, 

BarrBrathcn4kCo.,  lac  

G«of|t  K.  Boaai  4k  Coaipuiy... 
BtviO.  Brctlor4k  SdMilmoa.  lac 

WiOioai  Blair  4k  Coapaay 

J.  C  BndfiMd  4k  Co. 

,C«btil4kCo. ..... 

.lac  — 


S0O.00O 

SOOjOOO 
MMjOOO 
MMAM 
MMjOOO 
MMAM 


MM.000 


,lac  . 

SdfU.  NicoUiM  4k  Coapaay 
THckar,  Aaihoay.  R.  L  Day 

Uadonned.  Naahaailk  Co.. 
Voalriaipoa  Moiiia  lae  -_. 
WoHeap  Soeaiwm  lac  .»._ 

A.  n>f  ■  WIKaaH.  lac  ^. 


MMjOOO 
MMjOOO 

MMjOOO 

MMjOOO 
jfflMMM 


Th*  ChtnkM  Soeariaoi  Compaay.. 
Cowte  4k  Coapaay . — ............ 


MMAM 
MMjOOO 

MMJMO 
MMAM 


A/iuMm  McEaioo4k 


lac 

Ellii4k  Locwi  laeorporaMd. 


WOjOOO 
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«r 


200,000  lQhiM(M.LaM.SpMi,Saiih4kCe^lM. S      200000 

2OOJ0OO  InhMW.  I  imiw  #  Tir .  If VKtjnO 

2004X»  JowpiHiMlACo. 
200,000 


2OOJ0OO  TWLwdyCorpocMioa^ 200jOOO 

CMii.Walhr4ka«ritat.lM. 200jOOO  M.0.Uwis4kCXIae. lOOjOOO 


200jOOO             UM.TnMr4kaoldbiig.l 
ILW.Co>^4kCo«pMqr.lM. 200jOOO  I.S.UmnrACn. 2004100 


200jOOO  MmitamMCa. 200j000 

200jOOO 

fnjOW  LM0ppialMMi4k( 

D.A.Haa»4C»„lM.         ,    ■  2004X» 


JJ-J5Q  T.J.Roqr4kSMi.lM. 2004X» 

^^  ^^  fy**tfff  mcwWw Qwiiimiiiwi  -iiiiinL. ■■■iiiiiiini.  lOQJDOO 

200j000  ■  ' 

!°r^  R.  RwrlMd  4  CX  hiwiniiMil 200j000 

ScBMiMr.  iHMiA  liiBUMa.Iae.  _______  M0,00Q 

flHllllnl 

^^^^  loiib  MnnliM—  ItrwWM  rwpftiiiiff<  mojQoo 

PiMithliMwWiWi-ftCo.J^  ,  ,,  200j000 

SpddMui  4k  COij  Ibg; „. n  200j000 

SMnlioiiMnACo. 200,000 

Sio»wrOI«i4Ctt..lM.  200iM)0 

I  COij  iMonoraMd    ,,    , ,  HWjffftO 

tJkCa^lac  200j000 

,l>c 200j000 

THpp  4k  Co^  Uk. .— .- ~ ».,~  200j000 

r.  Sm  4k  Co..  Ik. 200,000  VImhi  ( liinMi  J. )  CkMlqr  4k  Co. 


200,000 
200,000 


llaaiv.SuAMd4kR^nMlr 200iM»  Wufn  W.Yo(k4k(XUK. 

qi«4kCoi«M9rlac 200jOOO  YewgMoon4k(X 

,Orr4kJoMi 200,000  A.  W.ZMkir4kCo.. 

ItaiMd  4k  Sttn 200iM)0 

WBHwii  R.  Houfh  4k  Co. 2004X» 


Tool S13S/»OJOOO 


The  Uadenviiien  an  oommhiod  to  purduie  all  <^  tho  Boadt  if  aay  Bonds  an  piifdiaaid. 


The  Uadenvriien  propoM  10  oAr  tho  Boadt  dincdy  10  die  poUk  at  th«  iairial  poUae  oAriBg  pikM 
let  forth  OB  the  cowr  pate  of  this  Oflkial  SutomeBL  The  uadennidag  discovar  sec  forth  on  the  cofvw 
page  of  this  OOdal  SuteoBeat  npntcnu  the  weifhted-avcfafe  uaderwritiaf  diiooaac  for  the  Boada.  The 
actual  uaderwritiaf  disoouat.  exprciicd  u  a  pereeaute  of  priadpal  aawiiat,  will  vary  with  the  auunrities 
of  the  Bonds  as  follows:  1.76%  for  Boads  due  1985  thiottfh  1989, 2.01%  for  Boads  due  1990  thiottfh  19H 
1.26%  for  Bonds  due  1997, 2.51%  for  Boads  due  2002,  and  2.76%  for  Boads  due  2012.  The  Uadeiwriiew 
ouy  allow  a  coacwsion  aot  in  eioess  <^0.5%  of  the  priadpal  amouat  for  Bonds  due  1985  thiough  199< 
aoc  ia  eaocss  of  0.75%  of  the  principal  amouai  for  B<Mids  due  1997  aad  Boads  due  2002,  and  aot  in  eaocss 
of  1%  <^  the  priadpal  aawuat  for  Boads  due  2012  to  certain  broken  and  dealers.  After  the  Boads  an 
released  for  sale  to  the  pubUc,  the  public  oAriac  prices  and  other  sellinf  terms  auiy  be  chanted  by  the 


OECC  aad  the  Paiuais  have  agreed  to  iadeamiiy  dw  Uaderwriiets  agaiast,  aad  (ocoanibvie  to  I 
•ridag  out  of  certaia  dvfl  liabilities,  iaduding  certiua  liabjlides  uader  the  Securities  Act  of  1933.  as 
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TAXIXIMPnON 

Ib  ths  opteioa  of  Squirt,  Saodtn  ft  DMVMy,  Boad  QHuud,  iiadtr  th«  Uw  «diiiBf  on  ths  datt  or  the 
orifittal  dclivviy  of  the  Bondi,  the  iaierast  thereon,  cxee^  on  any  Bond  for  any  period  durinf  which  it  ii 
held  by  a  "rabetantial  uaer"  of  the  Fidlitiet  or  a  "related  penon.**  at  thote  tennt  art  wed  in  Section 
103(  b )  ( 1 3 )  of  the  Code,  it  eMmpi  ftom  Federal  inoouM  tax,  and  the  Boode,  their  traatfor  and  the  i 
thenftoai,  art  exAnpc  ften  aQ  taxation  by  the  Coaunoawtalth  of  ^%ginia  or  any  poUiiad 
tbertof.  In  renderinf  the  fovttoing  opinion.  Bond  Countd  wOl  rtctivt  and  rily  npoo  ceitiflGadont  and 
rtprtwnttdoni  of  foct  made  by  or  on  behalf  of  DTA  which  Bond  Countel  hat  not  indtpendendy  ^triled. 


UGALMATTOS 

The  lefaliiy  of  the  OEOC  Letter  of  Crtdii  will  be  petted  upon  for  OECC  by  Bunoa  J.  Kloiter.  Jr^ 
Viot  Prtiident-Oeneral  Countel  and  Secrttaiy  of  OECC  and  by  Whiit  ft  Cate.  tpedal  oounid  for  OECC 
At  of  October  1 1, 1982,  Button  J.  Klotter.  Jr.,  tofttfaer  with  nemben  of  hit  fkoily,  owned,  had  optiont  w 
purcfaate  and  had  other  interettt  in  an  acgrtfate  of  approximatety  6.664  ihant  of  General  Electric 
Company,  the  parent  corporation  of  GECC 


Legal  matten  inddem  w  the  iituaaoe  of  the  Bondt  and  with  regard  to  the  tax-exempt  tutui  thereof 
(tee  "Tax  Eximwiow'*  herein)  are  tufaiiect  to  the  approving  legal  opinion  of  Squire,  Sanden  ft  Dempiey, 
Bond  CounteL  A  tigned  copy  of  that  opinion,  dated  and  speaking  only  as  of  the  date  of  original  delivery 
of  the  Bonds,  will  be  delivertd  «>  the  Underwriters  at  the  time  of  such  original  delivery,  and  t  copy  of  the 
opinion  will  be  printed  on  dw  Bonds.  In  its  capacity  as  Bond  Counsel,  Squire,  Sanden  ft  Demptey  has 
participated  in  the  preparation  <^,  and  has  reviewed  thote  poitions  of,  this  Offldal  Staiemem  ptrttin'nt  to 
the  Bonds,  the  Indnture,  the  Letter  of  Credit  and  the  tax-exempt  ttatui  of  interett  on  the  Bondt  contained 
under  the  captkmt  **Tn  Authomty**,  "Souaci  or  PAYioKr  and  Sictmxnr  rot  BoraM**,  **T1a  BoraM**. 
**m  Limn  or  Cmdit*,  'Tub  ImmnmM**,  "Tax  ExmrnoN**  and  **Lioal  MATnas**  heriia.  Said  irm 
hat  not  been  retained  to  pett  upon  any  other  information  in  thit  Oflkial  Sttteotent,  including  the 
Appendix  lo  thit  Oflkial  Sutement  and  any  information  incorporated  by  reference 


Certain  other  legal  matten  will  be  petted  upon  for  DTA  by  Cravath,  Swaine  ft  Moore,  New  York, 
New  York,  and  by  McGuirt,  Woodt  ft  Batde,  Richmond.  Virginia,  for  the  Companiei  by  their  retpecdvc 
countel,  tot  GECC  by  Burton  J.  Klotter,  Jr.,  Vice  PrtsidentFOeneral  Countel  and  Secretary  of  GECC  and 
by  White  ft  Case,  New  York,  New  Yorlc,  special  counsel  for  GECC,  for  the  Authority  by  Jbnet.  Blechman, 
Woltz  ft  Kelly,  P.C,  Newport  News,  Virginia,  and  for  the  Undeiwriten  by  King  ft  Spalding.  Atlanta, 
Georgia. 
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BriilinAWonBi ..... — ~ ..   $       200,000 

Buchaaan  A  Co..  lac 200^000 

Bwfin  *  Ldth.  lacocponMd 200^000 

Caielia  A  Conpaay.  lac 200jOOO 

CaioUaa  Secariiict  CofponMkM. 200,000 

CMil.  WaUcr*  Swliaf.  Ia& 200^000 

Ctaaav  Ncmaaa  Secariiict  CoaMMV  ~~»~~  2004X10 

R.  W.  Corby  *  Coavuy.  Ik. 2004X10 

CnliaSoearidai ..~  2004XX> 

Ci«wtAAMOciai«.Iac. ...  2004X)0 

CioaiaAMaieoiM,Iab _....^.>_>.>....>  2004XX) 

CiDvril.  Wflodoa  4k  Coipaay.,...- ,~. —  2004XX> 

Daft  4  Co..  lac. .., - , 20O4XX) 

Doney  4k  Coafvaay,  lac. ,... — .~>  20O4XM> 

Enn  Coa^aay .^..._...., TOOfiOO 

Ftau  M  Coeipaay.  lac.  .....,.■■ 2004XX) 

nmAlbaayCoiponiioa 2004XX) 

Wku  KraiiathaBi  SaooriiiH  Coipontioa 200.000 

PiiMChailoatCorpondea ......^  2004XX) 

tCoi^ 2004XX) 

,...>.......  2004)00 

,  All884k  ■oriw.  lac 2004X» 

Tba  Wnau  Laaiar  Gooipaagr 200,000 

OabiMk.  Huaflia  4k  Caduaaa.  lac 2004XX) 

Gaa  B.  Gibboai  ^  Co..  lac. 20O4XX) 

Ofiflla.  Kabik.  S«piMai4k  Thoama.  lac.  -..  2004XX) 

Omanl  A  Co. ..... 200,000 

J.B.Haaaa«r4kCo. 20O4XX) 

Haaaoar.  Swni  4k  Co.,  lac.  ...._...>.-...>.>. —  2004XX) 

Hankr.  Saaibid  4k  Rayaoir..............................  200.000 

PMak  Hc^fM  4k  Coaipaay  lac. TOOfiOO 

Wtnth.  On  4k  Joaoi TOOfiOO 

Hanftld  4k  Smib TOOfiOO 

WiUiaai  R.  Houfh  4k  Co TOOfiOO 


Ui 


Johaiea.  Laaa.  Spaca,  Saudi  A  Co..  lac. . 

M  4k  Co.,  lac. ...... ..M. Mil 

I  Co.  ...^w... ....».i....»..w 


lac. 


Tha  Laady  Cofpofaiioa. 
M.O.Lc«ii4kCo..Iac.. 
LMi.ToaaarAOaMbaii.Iae.. 

J.  i.  Lowfoy  4k  Cou 

r4kCo.. 


TOOfiOO 
2004XM> 
TOOfiOO 
TOOfiOO 
TOOfiOO 
TOOfiOO 
TOOfiOO 
2004XM> 
200jOOO 


lac. 


LaoOppHriMiai* 

Prtu  Ryaa  lac , 

D.  A.  HacHi  A  Co..  lac 
lac 


r.Iac. 


2004XM> 
2004XM> 


OnlMa4kCo..Iae. 
A.RaaMBB4k 

lac 


.Ik.. 


TOOfiOO 
200^000 


T.J. 

RMcra  Sacaiitiat  Corporaiioo. 


TOOfiOO 


SpcfaBaaJkCOnlac 


Stara  Bfotaart  4k  Go.  m..* 


Sio»wrOlai«4k  Co..  lac .»., 


Saador  4k  Co..  lacerporawd . 
1 4k  Co..  lac ............. 


lac. 


SwM  AflMncaai 

THpp4k  Co..  lac 

Viaocat  ( lanaa  J. )  Chaday  4k  Co. . 

Waifn  W.  Yock  4k  Co.,  lac 

Youag  Moore  4k  Co..  lac................ 

Tocii  *^*»— * —■■■...■■■< 


TOOfiOO 
MOjOOO 
MOjOOO 
TOOfiOO 
TOOfiOO 
TOOfiOO 
2004)00 
TOOfiOO 
2004XM) 
200.000 
TOOfiOO 
TOOfiOO 
TOOfiOO 
TOOfiOO 
TOOfiOO 
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The  Uoderwriten  are  oominitted  (o  puiduse  all  of  the  Bonds  if  any  Bonds  are  purchased. 


The  Underwriteis  propoee  to  olIiBr  the  Bonds  direcdy  to  the  public  at  the  initial  public  i 
sec  forth  on  the  cover  page  of  this  Oflteial  Statement  The  underwritint  discount  set  forth  on  the  cover 
pafe  of  this  Official  Sutement  represents  the  weifhted-averafe  underwriting  discount  for  the  Bonds.  The 
actual  underwriting  discount,  expressed  as  a  percentage  of  principal  amount,  will  vary  with  the  maturities 
of  the  Bonds  as  follows:  1.76%  for  Bonds  due  1985  through  1989, 2.01%  for  Bonds  due  1990  through  1994, 
2.26%  for  Bonds  due  1997, 2.31%  for  Bonds  due  2002,  and  2.76%  for  Bonds  due  2012.  The  Underwriters 
nuy  allow  a  concession  not  in  exoen  of  0.5%  of  the  principal  amount  for  Bonds  due  1985  through  199< 
not  in  excen  of  0.75%  of  the  principal  amount  for  B<Mids  due  1997  and  Bonds  due  2002,  and  not  in  excess 
of  1%  of  the  principal  amount  for  Bondf  -*ue  2012  to  certain  brokers  and  dealen.  After  the  Bonds  an 
released  for  sale  to  the  public,  the  public  offering  prices  and  other  selling  terms  may  be  chfingrt  by  the 
Underwriters. 


GECC  and  the  Parents  have  agreed  to  indenmify  the  Underwriters  agaimt,  and  to  contribute  to  I 
aiuing  out  of  certain  dvil  liabilities,  indiiding  certain  liabilities  under  the  Securities  Act  of  1933,  as 
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TAXIXIMPnON 

Ib  ths  opteiM  of  Squin,  Saodtn  A  DmpMy,  Bond  QHuud,  under  the  Uw  extniaf  on  the  dete  of  the 
oilglBal  ddhmy  of  the  Boodi.  the  kmnwi  dMieeo,  eMtpi  oo  tiqr  Boad  for  toy  period  during  which  it  is 
held  by  a  **«ihefim<il  uaer"  of  the  FidlWei  or  •  **nlated  penon.**  u  thoM  terms  tie  used  in  Section 
103(b)(  13)  of  the  Code,  is  eMO^i  ften  Ftdenl  faMome  tax,  and  the  Bonds,  their  transfer  and  the  income 
theitfkom,  are  eieawi  ftem  an  tanilon  by  the  Goaunoawealih  of  >^rginia  or  any  political  subdivisioa 
tfaaviof  In  rendering  the  IbngDing  opinion.  Bond  Counsel  will  receive  and  lely  upon  certifleaiions  and 
wpmenfirioni  of  fhct  made  by  or  oo  behalf  of  DTA  which  Bond  Counsel  has  not  independently  vtrifled. 


UECALMATTOS 

The  legality  of  the  OECC  Letter  of  Credit  will  be  pessed  upon  for  OECC  by  Burton  J.  Kloster,  Jr., 
Vioe  Prssident-OeBeral  Counsel  and  Secmaiy  of  OECC  and  by  White  A  Case,  special  counsel  for  OECC 
As  of  October  1 1, 1M2,  Bunon  J.  Kloster,  ir^  tofstfaer  with  members  of  his  fkmily,  owned,  had  options  to 
purchase  and  had  other  inMieais  in  an  aggiegaie  of  appioximately  6,664  sharss  of  General  Electric 
Company,  the  pereni  oorporation  of  GECC 


Legal  mansn  incident  to  the  issuance  of  the  Bonds  and  with  regard  to  the  tax-exempt  stttus  thereof 
(see  'Tax  EnMrnoN**  heiein)  an  subieci  w  the  approving  legal  opinion  of  Squire,  Saaden  ft  Dempsey, 
Bond  Counsel  A  signed  copy  <^  that  opinion,  dated  and  speaking  only  as  of  the  date  of  original  deliveiy 
of  the  Bonds,  will  be  ddiveied  to  the  Underwrimi  at  the  time  of  such  original  delivery,  and  a  copy  of  the 
opinion  will  be  printed  on  the  Bonds.  In  fas  capacity  as  Bond  Counsd,  Squiie.  Sanden  ft  Dempsey  has 
partidpaied  in  the  preparation  ot,  and  has  reviewed  those  portions  of,  this  OOdal  Statement  p*>t«iiimj  to 
the  Bonds,  the  Indenture,  the  Letter  of  Credit  and  the  tax-exempt  status  of  interest  on  the  Boiids  contained 
under  the  captions  "Tla  Ainaonnir,  ''Soinici  or  Pavmint  and  Siojuty  rot  Bonds**,  "Thi  Bonds'*, 
**Tte  Linm  or  Oudit",  'Tub  bioiKruu**,  "Tax  ExnonoN'*  and  "Lioai.  MATnas"  herein.  Said  firm 
has  not  been  retained  lo  pass  upon  any  other  iafomation  in  this  (MBdal  Sutement,  inriuding  the 
Appendix  to  this  Oflkial  Statement  and  any  information  incoiporated  by  reference 


Certain  other  legal  matters  wiD  be  pessed  upon  for  DTA  by  Cravath,  Swaine  ft  Moore.  New  York, 
New  York,  and  by  MeOuire,  Woods  ft  Batde,  Richmond,  Virginia,  for  the  Compenies  by  their  respective 
counsel,  for  GECC  by  Burton  J.  Kloster.  Jr.,  Vice  President-General  Counsel  and  Secretary  of  GECC  and 
by  Whhe  ft  Case.  New  York,  New  York,  special  counsel  for  GECC.  for  the  Authority  by  Jones,  Blftchman, 
Wohz  ft  Kelly,  P.C.  Newpoit  News,  ^^^inia,  and  for  the  Underwtiten  by  King  ft  Spalding,  Atlanta. 
Georgia.    . 
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APPENDIX 


DOCUMENTS  INCORPORATED  RY  REFERENCE 

Tbtn  k  bmby  iaoocpomtd  in  this  Appendix  lo  ths  Oflkial  Suttmnt  «ad  Pnwpicnii  by  itftitnct 
Otoeral  Ekcok  Cradit  Coipontkmli  Aaanal  Rqwrt  oa  Form  10-K  for  the  flical  year  ended  Deeembcr 
31,  19S1  end  Oenerel  Electfk  Credh  Coipoinuioa's  Quaiteily  Repora  on  Form  10-Q  for  the  queittn 
ended  March  27, 1M2,  June  26,  1982,  and  September  25,  1M2,  heretofore  filed  with  the  Secnritiet  and 
Eirchame  Commiieion  punuam  to  the  Secnritiet  Exchange  Act  of  1934,  at  amended  (the  **I934  Act"),  to 
which  leftrenct  it  her^  made. 


AH  docnmemt  filed  by  General  Electric  Credit  Corporation  pwment  to  Sectiont  13(a),  13(c),  14  or 
lS(d)  of  the  1934  Act  after  the  date  of  thit  Oflkial  Sutement  and  Pnapecnit  and  prior  to  the  temifaution 
of  the  offimnc  of  the  Bonds  oflteed  henby  ihaU  be  deeewd  to  be  faMoiporated  in  thit  Appendix  to  the 
Oflteial  Statement  and  Pnapecnit  by  rtforence  and  to  be  a  part  hereof  from  the  date  of  filing  of  mch 


GENERAL  ELECTRIC  CREDIT  CORPORATION 

General  Electric  Credit  Corporation  (herein  together  with  itt  lubiidiaiiet  called  GECC  unleu  the 
;  otherwite  requirtt)  wat  inooiporated  hi  1943  in  the  Sute  of  New  Yorlc,  under  the  provitiont  of  the 
New  Yofk  Benkmg  Law  relating  to  inveetmem  eompeniet,  et  tuooeiaor  to  General  Electric  Contracts 
Cofpomion,  formed  in  1932.  All  owistandfaig  capital  siodc  of  GECC  it  owned  by  Generd  Electric 
Compeny  (herein  called  Generd  Electric).  The  businen  of  GECC  originally  related  prineqMlly  to 
finenring  the  distribution  and  sale  of  oontumer  and  other  products  of  General  Electric.  Subsequently, 
however,  the  type  and  brand  of  products  financed  and  type  of  credit  granted  have  been  significantly 
divenified,  and  viituaUy  all  products  financed  are  manufoctured  by  companies  other  than  General  Electric 
Sttbetandalty  all  of  the  producti  financed  by  GECC  are  new  productt. 


GECC  operant  primarily  hi  the  finance  induttry  and,  to  a  letter  degree,  in  the  life  inturance  induttry 
and  the  fin  and  cuualty  inturance  induttry.  Finance  induttry  activitiet  tadude  retail  time  salet  and 
veteiler  invemoiy  flnaming  of  home  productt  (m^jor  appliancet,  lelevition  lett,  fluniture  and  other  home 
flunithingt):  revolving  credit  finenring  for  retail  merchanti;  fiunily  financial  tervioet  (direct  ceth,  home 
equity  and  home  modernization  loaat  and  aoooontt  reoeivabie  **««*'*«g  for  tmall  perional  loan 
eompeniet):  time  salet  finenring  of  marine  productt;  automobile  leating;  commercial  and  imhittfial 
equipment  sales  finenring  provided  through  time  sales,  loaat  and  leaiet;  induttrial  loant  and  leaiet; 
aeeounti  reoeivabie  financfaig;  reridential  finenring  (principally  time  sales  and  dealer  inventoiy  finenring 
of  mobile  homes  and,  to  a  letter  degree,  time  sales  and  dealer  inventory  finenring  of  recreational 
vnhides);  real  eetaie  loans;  BMMtgage  insurance;  and  mortgage  banldng.  Property,  credit  life,  and  accident 
and  heelth  insurance  is  made  available  to  GECCs  finance  cusiomcn  through  two  insurance  subsidiaries 
and  through  outside  carriers  Both  these  insurance  subsidiaries  also  sdl  insurance  to  others.  The  lifo 
insurance  subsidiary  ofTen  individual  term  and  whole  life,  credit  life  and  accident  and  health  insurance 
and  gRHq>  lifo  and  accident  and  health  insurance.  Another  insurance  subsidiary  offers  property  and 
casualty  insurance.  For  these  insurance  subsidiaries,  more  than  one-half  of  their  pr*  '  ims  are  genented 
ftom  other  than  GECC  customers. 

OECCIi  executive  headquarten  are  located  at  370  Lexington  Avenue.  New  Yorlc,  New  York  10022, 
and  fas  adminittntive  offices  are  located  at  260  Long  Ridge  Road,  Stamford,  Connecticut  06902 
(Telephone  No.  (203)  337-4000).  Serrioes  of  GECC  are  oflbred  domesticaUy  and  in  Puerto  Rico. 
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CONSOLIDATED  RATIO  OF  BAMNINCS 
TO  FIXED  CHARGES 

'  WiMMiiitilad 

itn  wm  wt9  iMi  un         ■ijiiwiiinnp 


\M  U7  1^  l.lt  1.16  1^ 

For  pupoMs  of  eompudiig  ths  oooioUdttBd  ntio  of  earaisfi  to  tbatd  charfet,  ffmingf  oontist  of  net 
^"»«*f  10  which  has  been  added  proviikm  for  inoome  taies  and  tatd  charfet.  Fvotd  charfes  oonsist  of 
itteiat  on  all  iadebiadaeu  and  one-thiid  of  annual  rentali,  which  GECC  believet  it  a  reasonable 
•ppRMdmatioa  of  the  imersst  foctor  <^sttch  raatals. 


The  coasoUdaied  financial  stateoBenis  and  schedule  of  General  Electric  Credit  Corpwation  and 
Sttbddiaries  hMludcd  in  OECCfe  Annual  Report  on  Form  10-K  for  1981  have  been  incorporated  in  this 
Appendix  by  itforance  in  icliance  vpoa  the  report  sec  forth  therein  <^  Feat,  Marwiek,  Miichdl  ft  Co., 
independent  oertifled  public  accountants,  and  upon  the  authority  of  said  flrm  as  experts  in  accounting  and 
andhinf. 
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No  dtttor,  salMinaii  or  other  ptnon  hat 
uithoriMd  to  (ivt  VKf  inlomutioB  or  to 
nakt  ttiT  riB(VMiMitiom»  other  than  thow 
contiiiwrl  in  thk  Ofidal  fttnwnMit  and  Pro- 
apteeuB.  in  ooonactioa  with  tfaa  oitr  containad 
in  thk  Official  Sutamant  and  Proapactna,  and.  if 
givn  or  mada.  audi  inlomadoa  or  rapraaanta- 
tiona  moat  not  be  raUad  vpon  aa  havinf  baan 
anthonaad  bf  tfaa  Antlioritf,  DTA,  GBCC  or 
tfaa  Uudaiwiiiata.  Naithar  tfaa  daiivary  of  thia 
Official  Statamant  and  Proapactna  nor  any  aala 
mada  haraundar  ahaU,  undar  aiqr  drcuntatanoaa, 
craata  any  implication  that  thara  haa  baan  no 
dianga  in  tfaa  facta  harain  aat  forth  ainea  tfaa 
data  haraof.  Thia  Official  Sutamant  and  Proa- 
pactua  doaa  not  conatitnta  an  oiar  or  8otte> 
iution  by  anyona  in  any  juriadiction  in  friiieh 
auch  offar  or  aoUdtadoB  ia  not  anthoriaad  or  in 
friiieh  tfaa  paraon  fH**t  auch  offar  or  aottc* 
itadoa  ia  not  qualifiad  to  do  ao  or  to  anyona  to 
whom  it  ia  unlawful  to  maka  auch  offar  or 
aolidtation. 


TABU  or  CONTINTS 


IMvodiictOfjr  Stst 
TIm  AMBOtttjr  • 


Uwal 


it  MM  BffiContjT  for 


TlM 

TlM  Lmht  of  Cndh . 

TlMladMtaf* 

UatewrMnc 

Tail 


LagalMatMn. 


1 
1 
1 
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$135,000,000 

PtninmU  PorU  Authority 

of  VIrginU 

Coal  Terminal  Ravanuo  Bonds, 

IMZSoriosA 

(DooOatoa  Twmiaal  AwiUm  PratM) 


OFHCIAL  STATEMENT 

AND 

PROSPECTUS 


Goldman«  Sadu  St  Co. 
WhMt,  Pint  S«curitlM,  Inc. 


NovwnlMr  12. 1982 
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EXHIBIT  D 


Section  3  (a) (29)  of  the 
Securities  Exchange  Act  of  1934 


"(29)   The  term  'municipal  securities'  means 
securities  which  are  direct  obligations  of,  or  obliga- 
tions guaranteed  as  to  principal  or  interest  by,  a  State 
or  any  political  subdivision  thereof,  or  any  agency  or 
instrumentality  of  a  State  or  any  political  subdivision 
thereof,  or  any  municipal  corporate  instrumentality  of 
one  or  more  States,  or  any  security  ii^ich  is  an  industrial 
development  bond  (as  defined  in  section  103(c)(2)  of  the 
Internal  Revenue  Code  of  1954)  the  interest  on  which  is 
excludable  from  gross  income  under  section  103(a) (l)~9f 
such  Code  if,  by  reason  of  the  application  of  paragraph 
(4)  or  (6)  of  section  103(c)  of  such  Code  (determined 
as  if  paragraphs  (4) (A) ,  (5) ,  and  (7)  were  not  included 
in  such  section  103 (c)),  paragraph  (1)  of  such  section 
103(c)  does  not  apply  to  such  security." 
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ONZTBD  STATES  DISTRICT  COURT 

Ibr  tbm 

NORTBBBH  DISTRICT  OF  MISSISSIPPI 

NortlMrn  Division 


EXHIBIT  E 


SKORITUS  AMD  SXCHANGB  OOraflSSION, 

PUiOtiff, 


CALBOCm  COOMTT  MEDICAI.  FACILITT, 
«  Mississippi  corporation; 

BQLLIllGTOil-SCBAS  6  CO.y   IMC., 
«  Ttnnttsstttt  corporation; 

A.   DOLAMSY-  TIPTON; 

TERRY  ALLEN  FROST;  «nd 

JERALD  B.   SXLAR, 

Osfttndants. 


•  f 


STIPOLATION  AND  CONSENT 

Plaintiff  Securities  and  Sxchanga  Comnission  (the  "Commission")  and 
Osfandant  Jerald  H.  Sklar  ("Sklar"),  by  and  through  their  respective 
attornays,  hereby  stipulate  and  agree  as  follows: 

1.   Oefendaat  Sklar  t 

a.  Consents  to  the  jurisdiction  of  this  Court  over  him  and 
ov«r  the  subject  matter  of  this  action  and  acknowledges  service  upon  and 
receipt  by  him  of  the  Coonission's  Conplaint  herein; 

b.  mives  notice  oi  the  entry  of  the  attached  Final  Order, 
and  consents  without  his  admitting  or  denying  the  allegations  of  the 
Coaplaint,  .«4pt  as  to  jurisdiction,  that  the  annexed  Final  Order  may  be 
presented  by  Plaintiff  Ooonission  to  the  Court  for  signature  and  entry; 

c.  States  that  he  enters  into  this  Stipulation  and  Consent 
voluntarily  and  that,  except  for  the  representations  of  the  Commission 
set  fbrth  herein,  no  promise  or  threat  of  any  kind  has  been  made  to  hia 
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r«pr««Mitatlv»  of  him  bf  tto  Oa— Iwlua 

mis  QHMMt,  and  ttot  tto  itlpolatlon  aod  OBMMt  is  matmnd  into  fee 
tiM  piupomM  of  sooolviof  tto  iBOtont  action  aod  has  no  baartng  on  and 
ahall  not  in  anj  uny  prajudleo  or  ottaarvlao  affaet  anj  otbar  pcocnodlng, 
oivilf  adniniatrativa  or  erininal#  bf  anj  otbar  fniarnawiitil  ngoney  or 
pfivata  party#  vbleb  baa  baan  or  nay  ba  inatitotadj 

4*  ttodartakaa  and  agraaa  not  to  obtain  nonay  or  proparty  by 
■aana  of  any  imtrua  atatanant  of  a  aatarial  fact  or  any  oBiaaion  to  btato 
a  aatarial  fact  naeaaaary  in  ord^  to  aaka  tba  atataoanta.  aada,  in  tba 
Xifbt  of  tba  oireuBotaneaa  ondar  abieb  tbay  ara  aada,  not  nialaading,  or 
to  angaga  in  any  tranaaetion«  praetica«  or  eouraa  of  buainaaa  idiich 
oparataa  or  liotild  oparata  aa  a  fraud  or  dacait  upon  a  purebaaar  of 
aaouritiaai 

a.   Qbidartakaa  to  bava  tba  law  fira  in  wbieb  ba  io  a  partnar 

aatiblish  tba  fOllo«#in9  proeaduraai 

i.  inaisting  that  tba  iaauaca  of  induatcial 
davalopnant  bonda  tbat  Hr.  Sklar  and  hia  law 
fira  rapraaant  in  tba  futura  will  furniah  tha 
fim  with  appropriata  auditad  financial  atata- 
■anta  that  hava  baan  cartifiad  by  an  inda- 
pandant  accountant  and  inaiating  that  tba  aana 
infOnRation  ba  furniahad  by  tba  iaauar  whan  Hr . 
Iklar  or  tha  fira  rapraaanta  any  otbar  party* 
auch  aa  tba  undarwritar  or  fiacal  agent,  in* 
velvad  in  tha  diatribution  of  auch  aaeuritiaay 


ii.  Mating  bi-waakly  with  all  partnar  a  and 
aaaoeiataa  of  tha  fira  involved  in  bond  dia* 
tributiona  to  raviaw  all  pending  natter  a  in- 
volving bond  diatributionai 

iii.  requiring  the  approval  of  at  leaat  three 
partnar  a  before  '  '^  legal  opinion  la  iaauad  by 
tha  fira  affecting  the  diatribution  of  aecuri- 
tiaai 

iv.  delineating  tba  acope  of  the  fim 'a  role 
and  obligation  both  in  an  engagenent  letter  to 
be  preaented  to  the  iaauar  and  underwriter  in 
tranaactiona  in  which  tha  fim  ia  to  act  aa 
bond  counaal*  in  connection  with  the  iasuance 
of  aecuritiea*  and  in  the  official  statnent; 
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V.  d«eXiiiing  to  pttrtleipat*  in  any  Indus- 
trial dmylogmmnt  bond  offtring  unless  tb* 
issiMr,  aiid«rvrit«c  and  othar  participants  in 
tha  offaring  ara  aaeb  rapraaantad  by  eounsaX 
idio  ara  kaowladgaabXa  (and  currant  in  tbair 
knowladga)  about  tha  raquiranants  of  tha  fad* 
aral  aacuritias  lawsi  and 

vi.  raquiring  partnars  and  assoeiataa  in  tha 
law  fira  practicing  aacuritias  law  to  updata 
thair  familiarity  with  tha  fadaral  aacuritias 
laws  by  attanding,  at  laast  annually,  appro- 
prista  continuing  lagal  adueation  programs . 

f  •  QMartakas  to  naka  hiaaalf  availabla  to  and  shall  appaar 
at  any  trial  or  haaring  or  pratrial  daposition  in  tha  abova-captionad 
action  at  tha  oral  or  writtan  raquaat  of  tha  Oooniasion,  eo— unicatad  to 
bin  or  to  bis  counsal  of  raeord  bacain,  without  raquiring  that  suQh  a 
subpoana  ba  sarvad  upon  bin  raquiring  auch  appaar ancai  providad, 
bowavar*  that  such  raquaat  shall  ba  coMMtnicatad  no  laas  than  two  waaka 
bafora  tha  Ooonission  daairas  his  attandanca  at  any  auch  trial,  haaring 
or  pra-trial  discovary  procaadingi  and  providad  furtbar,  that  if  at  tha 
tiaa  any  auch  notica  raspacting  pra-trial  daposition  is  coaaiunicatad  to 
his,  Sklar  ahall  ba  outsida  tha  Dbitad  statas,  tha  tiaa  of  hia  appaaranea 
shall-  ba  subjact  to  raasonabla  adjustmant  axcapt  with  raspact  to  any 
trial  or  haaring  as  to  which,  if  ba  raeaivas  tha  aforasaid  notica,  ha 
shall  appaar  on  tha  data(s)  raquastadi 

g.  Statas'tbat  ha  antars  into  this  Stipulation  and  Oonaant 
to  tarainata  thasa  procaadinga  and  to  avoid  tha  axpanditura  of  addi- 
tional cost  and  tiaa,  prior  to  any  haaring,  trial,  adjudication  or 
prasantation  of  avidancay 

b.  Oonsants  to  tha  Court 's  ratantion  of  jurisdiction  ovar 
him  solaly  for  tha  purpoaa  of  anforcing  or  aodifying  tha  tarns  and 
conditions  containad  in  tha  Pinal  Ordar  and  tha  Stipulation  and  Oonsant. 
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2.  Plaintiff  CoMiissioiit 
«•   Itipulatas  that  it  shall  not  iastituta  any  pcoeaadings 

! 

against  Sklar  or  any  law  fira  with  whieb  ha  is  or  aay  bacoaa  assoeiatad 
undar  tela  2(a)  of  tha  CoMiission's  Bulas  of  Praetica  (17  C.P.R. 
201.2(a)]  baaad  aolaly  upon  (i)  any  of  tha  allagations  sat  fdrth  in  tha 
Oonplaint  filad  in  thasa  proeaadings;  or  (ii)  tha  filing  of  tha  Ooaplaint 
haraini  or  (iii)  tha  antry  of  tha  Stipulation  and  Oonsant  haraim  or  (iv) 
tha  antry  of  tha  Final  Qrdar  harain.  Zt  is  furthar  stipulatad  that,  in 
tha  avant  that  a  Rula  2(a)  proeaadiag  ia  institutad,  if  tha -indapandant 
factual  and  lagal  hasas  f6r  sbeh  procaading  war  a  not  provan,  tha 
procaading  would  ba  disaisaad  and  no  sanction  would  ba  iaposad. 

b.  Stipulatas  that  naithar  tha  antry  of  this  Stipulation  and 
Oonsantr  nor  tha  antry  of  tha  Pinal  Ordar,  nor  tha  filing  of  tha 
Ooonission's  Oonplaint  harain,  nor  tha  allagations  sat  forth  in  thsF 
Ooonission's  Oonplaint,  shall  ba  raquirad  to  ba  diselosad  in  any  proxy  or 
ragistration  ttatcmant,  or  offaring  statanant,  or  any  filing  raquirad  to 
ba  nada  with  tha  Ooonission  undar  tha  fadaral  %aeuritias  laws,  by  any 
cliant  of  Mr.  Sklar  or  by  tha  cliant  of  any  law  firn  with  which  Mr.  Sklar 
is  or  nay  baeoma  assoeiatad  (wfaare  Mr.  Sklar  acts  solely  in  tha  capacity 
of  attorney  for  such  client  and  not  in  any  other  capacity  defined  in 
Securities  Act  Bule  40S  (17  C.P.R.  230. 40S]  such  as  officer,  director, 
parent,  affiliate,  associate,  control  parson  or  promoter  of  such 
client) . 

3.  Plaintiff  Oonniasion  and  Defendant  Sklar t 
a.   State  that  this  Stipulation  and  Consent  do»«  not  con— 

stitute  any  evidence  or  adaission  of  any  wrongdoing  by  Mr.  Sklar,  or  an 
adjudication  by  the  Oourt  with  respect  to  any  issue  of  fact  or  law,  and 
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tbat  BO  part  of  aitlMr  this  Itipulation  and  Qonsant  or  tha  Pinal  Qrdar  la 
Intandad  to  hava  collataral  astoppal  affact  upon  Sklar  or  to  pracluda 
Sklar  froB  fully  litigating  any  such  iaaua  of  fact  or  law  in  any  othar 
toeum  or  juriadiction. 

b.  ISiiva  tha  antry  of  findinga  of  fact  and  eoncluaiona  of 
lav  aa  to  tha  iaauaa  involvad  harain  purauant  to  Bula  52  of  tha  Padaral 
Bulas  of  Civil  Proeadura. 


^^     f%l^^f         ^^M.^^2^ 


L«   BCTT 
Attorna^^ror  Oafendant 
mtKLD^.   SKLAR 


J6Bm  ^5 


TSRAMT 
Attornay  for  Plaintiff 
SECURITIES  AMD  EXCHANGE  CGMMIS8I0N 


APPROVED  t 


JXRAlD  B.   SKLARf 
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EXHIBIT  F 


SECURITIES  ACT  OP  1933 
RtiMM  No.  5S23/Augutt  21, 1974 


Admin.  Prac  Pilt  No.  3-4528 

In  tht  MatMr  off 

JO  M.  FERGUSON 
127  Gibson  Road 
Loulsvillt,  Kantucky 

ORDER  INSTITUTING  PROCEEDINGS  AND  IMPOSING 
SANCTION  PURSUANT  TO  RULE  2(t)  OF  THE  COM- 
MISSION'S RULES  OF  PRACTICE 

Jo  M.  Ftrguson,  an  attomay,  has  submittad  an  offar  of 
sattlamant  in  connactlon  with  procaadings  proposad  to  ba 
institutad  pursuant  to  Rula  2(a)  of  tha  Commission's 
Rulas  of  Practica.  ]/  Solaly  for  tfta  purposa  of  thasa  pro- 
caadings, raspondant  oonsants  to  thair  institution  and  to 
tha  findings  mada  harain,  witftout  admitting  or  danying 
thoaa  findings,  and  to  tha  sanction  imposad  by  this  ordar. 

Accordingly,  IT  IS  ORDERED  that  procaadings  pursuant 
to  Rula  2(a)  of  tha  Commission's  Rulas  of  Practica  ba,  and 
thay  haraby  ara,  institutad  against  raspondant 

On  tha  basis  of  tha  offfar  of  sattlamant,  it  Is  found  that 
raspondant  was  bond  counsal  and  that  in  addition  ha  assumad 
principal  lagal  rasponsiblllty  for  ravlawing  a  prospactus  (or 
"official  statamanti  usad  in  tha  offar  and  sala  through  tha 
mails  of  $4,425,(X)0  in  Qty  of  Covington  Haalth  Casa  Pro- 
Jaet  ravanua  bonds,  issuad  in  1 972  to  f  inanca  tha  construc- 
tion of  a  nursing  homa  In  Covington,  Kantuclcy.  It  Is  furthar 
fourtd  that  whila  acting  in  this  capacity,  raspondant  willfully 
aidad  and  abattad  violations  of  Saction  1 7(a)  of  tha  Sacuri- 
tias  Act  and  Saction  10(b)  of  tha  Sacuritias  Exchanga  Act 
and  Rula  10b-5  tharaundar  in  that: 

1.  Tha  prospactus  failad  to  disdosa  that: 

a.  Sanax  Corporation,  davalopar  of  tha  projact  had  antarad 
into  a  contract  with  a  local  contractor  to  construct  tha 
nursing  homa  for  a  contract  prica  which  was  $660,(X)0  lass 
than  tha  prica  for  which  it  had  nagotiatad  and  agraad  with 
dty  officials  to  construct  tha  facility; 

b.  Tha  purportadly  indapandant  consultant  who  passad 
on  tha  naad  for  and  faasibility  of  tha  projact  had  an  agraa- 
mant  to  shara  50  paroant  of  tha  davalopar's  profits; 

c  Two  faasibility  consultants,  ona  of  which  had  baan  spad- 
fically  hirad  to  randar  an  opinion  about  tha  projact,  had 
randarad  raports  baaring  unfavorably  on  tha  naad  for  such 
aprpjact; 
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d.  Ihf  projtct'ifiiwncialtdviMr.wMchrtetivtdaf^of 
$135,000,  WM  owiwd  afid  oonuollad  by  ttw  davtioptr; 

a.  An  indtpandant  saeuritiat  daalar  eould  not  ba  found  to 
undarwfita'tha  bonds;  and 

f.  Tha  financial  adviiar  cauiad  itialf  to  ba  appointad  undar- 
writar  for  tha  itaua. 

2.  Bacauaa  of  hit  raviaw  of  tha  proipactiit,  hit  pra^xisting 
ralationthip  vvith  tha  davalopar  on  o]tfiar  offaringt  of  muni- 
cipal bondt.  and  othar  f  acton  which  had  coma  to  hit  attan- 
tion,  ratpondant  should  hava  Icnown,  If  ha  did  not  know, 
that  tha  prospaetus  omittad  matarial  facts.  2/ 

in  datamiining  to  accept  tha  offar  of  satdamant  tha  Com- 
mission considarad  various  mitigadva  factors,  including  tha 
voluntary  adoption  by  raspondant  and  his  firm  of  a  numtiar 
of  corractiva  diangas  in  tha  firm's  procaduras  ralathfa  to 
municipal  bonds,  3/  and  tha  fact  that  naithar  Farguson  nor 
his  firm  has  baan  a  raspondant  In  prior  Rula  2(a)  procaad- 
ings  or  a  daf andant  in  an  In juncdva  action  brought  by  tha 
Commission. 

Accordingly,  IT  IS  ORDERED  that  Jo  M.  Farguson  ba,  and 
ha  haraby  is,  cansurad. 

For  tha  Commission,  by  tha  Offica  of  Opinions  and  Ra- 
viaw,  pursuant  to  dalagatad  authority. 

Gaorga  A.  Fltzsimmons 


J/  Rula  2(a)  providas,  in  partinant  part  that:  'Tha  Com- 
mission may  dany,  tamporarily  or  parmanandy,  tfia  priv- 
ilaga  of  appearing  or  practicing  bafora  it  in  any  way  to  any 
parson  who  is  found  by  tha  Commission  aftar  notica  of  and 
opportunity  for  haaring  in  tha  mattar  (i)  not  to  possess  tha 
raquisita  qualifications  to  represent  others,  or  (ii)  to  be 
lacking  in  character  or  integrity  or  to  have  engeged  in  un- 
ethical or  Improper  professional  conduct,  or  (iii)  to  have 
willfully  violated,  or  willfully  aided  and  abetted  the  viole- 
tion  of  any  provision  of  tha  federal  security  laws...or  tha 
rules  and  regulations  thefaunder." 

2/  The  prospectus  is  alleged  in  SBC  v.  Senear  ar  ai.,  Ovil 
Action  No.  74-53  (E.D.  Ky.  1974)  to  be  part  of  a  daceptiva 
scheme  engeged  in  by  Senex  and  others. 

3^  Among  these  changes  are  the  following  procedures: 

(1)  Every  two  weeks,  members  of  the  firm  meet  and  dis- 
cuss all  of  their  ective  ceses.  Affirmative  epproval  of  each 
partner  Is  required  before  the  issuance  of  eny  legel  opinion. 

(2)  The  firm  will  undertake  an  appropriete  investigation  in 
connection  with  acting  as  bond  counsel  including,  among 
other  things,  obteining  independently-eudited  financial 
statements  and  inquiring  into  tfia  beckground  of  the  various 
parties  connected  with  the  offering.  Written  evidence  of 
such  investigations  and  tha  results  thereof  will  be  reviewed 
by  the  pertnerr  of  the  firm.  (3)  An  eppropriata  "engage- 
ment letter"  wilt  be  sent  to  all  interested  parties,  emphadi- 
ing  that  tha  firm's  duty  is  to  the  issuer  and  the  bondhold- 
ers. It  will  define  the  scope  of  tm  firm's  work  as  bond 
counsel  and  require  submission  to  it  of  certain  pertinent 
information.  (4)  The  firm  will  require  that  it  receive  inde- 
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pandtnily-auditfd  financial  ^tatamtnts,  raprtsantations 
from  appropriata  intaraitad  parsons  concarning  tha  ac- 
curacy and  cotnplatanau  of  tha  statamants  about  tham 
in  any  offaring  drculart,  and  a  statamant  from  counsal 
for  any  lassaa  or  guarantor  that  such  counsal  has  raviawsd 
tha  offaring  circular  and  is  awara  of  no  inaccuracias  thara- 
in.  (5)  Partners  and  associatas  of  tha  firm  will  attend,  at 
laast  annually,  municipal  bond  workshops  and  saminarL 
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EXHIBIT  G 


SECURITIES  EXCHANGE  ACT  OF  1934 
Ralaasa  No.  17831/Jun6  1.  1981 

ATTORNEYS  CONDUCT  IN  ISSUING  AN  OPIN- 
ION LETTER  WITHOUT  CONDUCTING  AN  IN- 
QUIRY OF  UNDERLYING  FACTS  FAILED  TO 
COMPORT  WITH  APPLICABLE  STANDARDS  OF 
CONDUCT 

Reproduced  with  permission  from  SEC  Docket, 
published  and  copyrighted  by  Comiierce  Clearing 
House,  Inc.,  4025  W.  Peterson  Ave.,  Chicago,  XL 
60646. 
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INTRODUCTION 

Aft«r  contktoration  by  th«  Commission  of  ths  rols 
of  ths  Iswysr  who  rsprsssntsd  an  undsmifritsr  in 
ths  public  offsring  of  csftsin  industrial  rsvsnus 
bonds,  ths  Commission  has  dstsnninsd,  in  ths  sx- 
srciss  of  its  prosscutorial  discrstion,  not  to  insti- 
tuts  an  snforcsmsnt  pcocssding  against  that  par- 
son, charging  aiding  and  abstting  of  violations  of 
antifraud  provisions  of  ths  fsdsral  sscuritiss  laws.^ 
This  dsdsion  not  to  bring  an  snforcsmsnt  action  is 
not  bassd  on  any  conclusion  that  ths  lawysr's  con- 
duct  was  svsn  arguably  accsptabis;  to  ths  contra- 
ry, ths  Commission  bsiisvss  that  ths  lawysr  fallsd 
to  carry  out  his  profsssional  obligations  undsr  ths 
drcumstancss  dsscribsd  bslow  and,  as  a  rssult. 
fadlitatsd  violations  of  ths  sscuritiss  laws.>  Ths 
Commission  has  taicsn  into  sccount  csrtain  othsr 
factors,  including  his  unfamiliarity  with  ths  fsdsral 
sscuritiss  laws  and  ths  fact  that  hs  rslisd,  in  a 
mannsr  inappropriats  undsr  ths  drcumstancss. 
upon  bond  counssi,  an  sxpsrisncsd  sscuritiss  law- 
ysr. Ths  Commission  bsiisvss.  howsvsr,  that  ths 
public  and  ths  bar  should  bs  apprissd  of  ths  con- 
duct of  ths  iswysr  in  this  cass  and  of  ths  Commis- 
sion's visws  as  to  ths  rssponsibilitiss  of  lawysrs 
who  rsndsr  opinions  in  connsction  with  sscuritiss 
transactions  which  affsct  public  invsstors. 

THE  FACTS 

In  1977.  William  M.  Qottsn.  sn  attomay  in  Msm- 
phis,  Tsnnsssss.  rsndsrsd  an  opinion,  as  counssi 
for  an  undsn^fritsr.  in  connsction  with  ths  offsr  and 
sals  of  industrial  rsvsnus  bonds  not  rsquirsd  to  bs 
rsglstsrsd  pursuant  to  ths  Sscuritiss  Act  of  1933. 
Ths  opinion  tsttsr.  which  was  drsftsd  for  Mr.  Qot- 
tsn's  signaturs  by  bond  counssi  in  ths  transaction, 
faissly  statsd  that  ths  offsring  drcular  did  not 
"omit  to  stats  s  matsrial  fact  nscsssary  to  males 
ths  statsmsnts  thsrsin.  in  ttis  light  of  ths  drcum- 
stancss undsr  which  thsy  virsrs  mads,  not  mis- 
Isading". 


^  Ths  Commission  is  issuing  this  Rsport  in  accord- 
ancs  with  its  authority  undsr  Ssction  21(a)  of  ths 
Sscuritiss  Exchangs  Act.  For  furthsr  informati^.i 
concsming  ths  rsiatsd  dvit  action  filsd  against 
othsrs.  sss  Utigation  Rslsass  No.  9366. 


2  Ibid, 
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Unlike  many  othar  industrial  bond  offarings  which 
ara  intandad  to  provida  funds  for  tha  construction 
of  naw  fadlitias,  tha  offaring  in  this  casa  was  for 
tha  purpose  of  acquiring  an  axisting  hospital, 
which  had  oparatad  for  savaral  yaars.  Whila  tha 
offaring  circular  oontainad  prpjactions  of  ravanuas. 
axpansas  and  aamings,  it  containad  no  financial 
infonnation  about  tha  past  oparationa  of  tha  hpspi- 
tai.  This  oparating  history  raflactad  advarsaly  upon 
tha  possibility  of  futura  profitabia  oparationa  and 
draw  into  sarious  question  tha  ability  of  tha  issuer 
to  service  the  debt  being  issued. 

For  five  years  prior  to  the  offering,  net  income 
ranged  from  a  loss  to  a  $48,000  profit  during  a 
time  wfien  the  hospital  hed  no  mortgage  indebted- 
ness or  other  debt  service.  Interest  expense  alone 
for  the  first  five  years  of  the  bond  sale  was  to  aver- 
age about  $155,000  par  year,  or  in  excess  of 
$100,000  more  than  the  hospital  had  ever  made 
as  profit  in  the  preceding  5  year  period.  Under  a 
naw  management  company  which  had  operated 
the  hospital  during  the  year  immediately  preceding 
the  bond  offering,  with  no  debt  to  service,  a  net 
profit  from  operations  was  realized  of  only 
$24,000.  Debt  service  on  the  new  bonds  thus  re- 
quired more  than  $158,000,  or  an  amount  equiva- 
lent to  more  than  600%  of  tha  hospitars  profits 
during  the  previous  year.  This  information,  clearty 
both  relevant  and  material  to  the  reasonableness 
of  the  income  projections,  was  not  disclosed. 

Mr.  Gotten  read  the  offering  circular  prior  to  ren- 
dering his  opinion.  And,  although  the  opinion  letter 
states  that  the  signator  has  not  independently 
checlced  or  verified  most  of  the  material  state- 
ments in  the  offering  circular,  Mr.  Gotten,  who 
icnew  that  the  issuer  was  a  going  concam  that  had 
k)aen  in  operation  for  a  number  of  years,  signed 
and  issued  the  opinion  letter  without  questioning 
the  omission  from  the  offering  circular  of  financial 
statements  conceming  the  issuer's  prior  operating 
history,  reviewing  any  documents  as  to  the  finan- 
dai  status  of  the  iaauar,  or  making  inquiry  as  to  re- 
sults of  the  operations  of  prior  years.'  This  inquiry 
was  totally  inadequate  and  facilitated  the  bond 
ckMing  and  the  bond  sales  to  the  public. 


s  In  that  letter.  Mr.  Gotten  also  opined  that  the 
bonds  were  exempt  from  registration  with  the 
Commlssk)n  under  the  Securities  Act  and  that 
compliance  with  the  Trust  Indenture  Act  was  not 
required.  Although  these  opink)ns  turned  out  to  be 
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DISCUSSION 

Th«  natur*  of  Mrvictt  p«fform«d  by  lawyers  in 
connection  with  socurltios  transactions  frequently 
involves  the  rendering  of  opinions  concerning 
compliance  by  their  clients  with  the  federal  securi- 
ties laws.  This  is  so  because  legal  opinions  are 
often  essential  to  the  completion  of  the  transac- 
tions, and  the  parties  and  the  investing  public  look 
to  the  opinion  as  the  authoritative  statement  that 
the  matters  opined  upon  are  in  order.  The  impor- 
tance of  the  role  of  counsel  who  render  legal  opin- 
ions in  this  context  has  prompted  the  bar  to  estab- 
lish  professional  standards  for  lawyers  who 
provide  them.  The  American  Bar  Association's 
Committee  on  Ethics  and  Professional  Responsi- 
bility, for  example,  has  addressed  the  duties  of 
counsel  who  render  securities  law  opinions  in 
Fonnal  Opinion  335,  eo  A.BA  Jour.  488  (1974). 


Formal  Opinion  335  relates  to  opinions  written  as 
the  basis  for  transactions  involving  sales  of 
unregistered  securities  and  establishes  that,  as  a 
matter  of  professional  standards,  a  lawyer  must 
make  a  preliminary  inquiry  of  the  dient  as  to  the 
relevant  facts  before  rendering  an  opinion  as  to 
compliance  with  the  federal  securities  laws.  When 
the  facts,  obtained  from  the  client  appear  incom- 
plete or  Inconsistent  with  facts  known  to  the  law- 
yer, or  are  otherwise  suspect,  the  lawyer  must 
make  further  inquiry.^  ArKJ.  if  after  such  further  in- 


FOOTNOTE,  Continued 

correct,  Mr.  Gotten  had  made  no  attempt  to  ascer- 
tain their  applicability  or  accuracy;  instead  he 
relied  upon  the  representations  of,  among  others, 
the  underwriter  and  bond  counsel. 

^  Guklance  as  to  when  further  inquiry  is  appropri- 
ate is  provided  in  Formal  Opinion  335  which 
states: 

the  lawyer  shoukj,  in  the  first  in- 
stance, make  inquiry  of  his  client  as  to 
the  relevant  facts  and  receive  answers. 
If  any  of  the  alleged  facts,  or  the  alleged 
facts  taken  as  a  whole,  are  incomplete 
in  a  material  respect;  or  are  suspect,  or 
are  inconsistent;  or  either  on  their  face 
or  on  the  basis  of  other  knomi  facts  are 
open  to  question,  the  lawyer  should 
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quiry.  the  lawyer  is  not  satisfied  as  to  all  the  rsie- 
vant  facts,  he  should  rsfuse  to  render  an  opinion." 

In  addition,  Canon  6  of  the  Model  Code  of  Profes- 
sional Responsibility  of  the  American  Bar  Associa- 
tion requires  that  a  lawyer  represent  his  client 
competently.  And  Disciplinary  Rule  6-101  (A)  ex- 
pressly mandates  that  an  attorney  shall  not  handle 
a  legal  matter  which  he  Icnows  or  should  know  he 
is  not  competent  to  handle,  without  associating 
himself  with  a  lawyer  who  is  competent  to  handle 
it,  and  shall  not  handle  a  legal  matter  without  prep- 
aration adequate  in  the  circumstances. 

The  smooth  functioning  of  the  securities  maricets 
will  be  subject  to  serious  disruption  if  the  public 
cannot  safely  rely  on  the  expertise  proffered  by 
lawyers  rendering  their  opinions.  Unless  lawyers 
carefully  and  competently  ascertain  the  relevant 
facts,  and  make  a  reasonable  Inquiry  of  their  cli- 
ents to  obtain  facts  not  within  their  personal  knowl- 
edge, their  opinions  may  facilitate  fraudulent 
transactions  in  securities.  This  is  so  particulariy  as 
the  investing  public  looks  to  the  lawyer's  opinion 
as  a  safeguard  against  vk)latk)ns  of  the  federal  se- 
curities laws.  As  stated  by  the  United  States  Court 
of  Appeals  for  the  Second  Circuit  in  Secu/Kt/es 
9nd  Exchange  Commission  v.  Spectrum,  Ud., 
489  F.2d  535  (2d  Cir.  1973).  in  discussing  the  con- 
duct of  an  attorney  who.  without  conducting  any 
inquiry  into  the  underlying  facts,  issued  a  false 
opink)n  letter  that  unregistered  shares  coukj  be 
soM  without  registration,  "the  preparation  of  an 
opinion  letter  is  too  essential  and  the  reliance  of 
the  public  too  high  to  permit  due  diligence  to  be 
cast  aside  in  the  name  of  convenience."* 


make  further  inquiry.**  60  A.B.A.  Jour,  at 
489. 

"Again,  guidance  is  provkied  in  Formal  Opinion 
335  ¥vhich  cautions: 

**Where  the  lawyer  concludes  that  fur- 
ther inquiry  of  a  reasonable  nature 
would  not  give  him  sufficient  confkJence 
as  to  all  the  relevant  facts,  or  for  any 
other  reason  he  does  not  make  the  ap- 
propriate further  inquiries,  he  should  re- 
fuse to  give  an  ^^r^nion.'*  id. 

*  See  aiso  United  States  v.  Benjamin,  328  F.2d 
854.  863  (2d  Cir.  1964)  involving  an  opinion  that 
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The  CommiMion  has  alto  stfttad, 

**if  an  attorney  furnishes  an  opinion 
t)ased  solely  on  hypothetical  facts  which 
he  has  made  no  effort  to  verify,  and  if 
he  knows  that  his  opinion  will  be  relied 
upon  as  the  basis  for  a  substantial  dis- 
tributioo  of  unregistered  securities,  a 
serious  question  arises  as  to  the  propri- 
ety of  his  professional  conduct.*' 


FOOTNOTE.  Continued 

certain  securities  were  exempt  from  registration 
under  Section  3(a)(1)  of  the  Securities  Act: 

"In  our  complex  society  ...  the  lawyer's 
opinion  can  be  [an]  instrument  for  iiv 
fKcting  pecuniary  loss  more  potent  than 
the  chisel  or  the  crowbar.  *  *  *  Con- 
gress could  not  have  intended  that  men 
holding  themselves  out  as  members  of 
these  ancient  professions  [the  account- 
ing and  legal  professions]  should  be 
able  to  escape  criminal  liability  on  a 
plea  of  ignorance  when  they  have  shut 
their  eyes  to  what  was  plainly  to  be 
seen  or  have  represented  a  knowledge 
they  knew  they  did  not  possess." 

And  see  Secu/if/es  and  Bxchmtga  Commission  v. 
UnivrssI  Major  industrias,  Corp.,  546  F.2d  1044 
(2d  Cir.  1976),  cert,  deniad,  434  U.S.  834  (1977) 
(opink)n  that  securities  couM  be  sokj  without  reg- 
istration); Sacuritias  and  Exchanga  Commission 
V.  Franit,  388  F.2d  486  (2d  Cr.  1968)  (failure  of 
lawyer  in  drafting  a  prospectus  to  make  inquiry  be- 
yond the  facts  supplied  to  him  by  his  client,  facts 
which  even  a  laymen  woukj  know  were  false); 

Unitad  Statas  v.  Crosby,  294  F.2d  928  (2d  Cir. 
1961)  (opinion  that  unregistered  stock  was  freely 
transferable);  Bscott  v.  Barchris  Construction  Co., 
283  F.  Supp  642  (S.D.N. Y.  1968)  (failure  to  inves- 
tigate the  accuracy  of  registration  statement 
signed  by  the  attorney);  at  Sacuritias  and  Ex- 
changa Commission  v.  Covan,  581  F.2d  1020  (2d 
Cir.  1978),  cart,  daniad,  440  U.S.  590  (1979)  (let- 
ter representing  that  a  sufficient  number  of  shares 
had  been  sokJ  to  facilitate  the  closing  of  an  "all  or 
nothing"  offering);  Sacuritias  and  Exchanga  Com- 
mission V.  Manor  Nursing  Cantars,  Inc.,  458  F.2d 
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Securities  Act  Release  No.  4445  (Securities  Ex- 
change Act  Release  No.  6721).  published  on  Feb- 
ruary 2. 1962  (cited  with  approval  by  the  Commis- 
sion in  Securities  Act  Release  No.  5168.  July  7, 
1971)7 

CONCLUSiON 

Under  the  circumstances  described  above  con- 
cerning Mr.  Gotten's  conduct  in  rendering  an  opin- 
ion letter,  arid  based  on  the  standards  of  conduct 
articulated  above,  the  Commission  believes  that 
Mr.  Gotten's  conduct,  without  having  conducted 
any  inquiry  of  his  client  as  to  the  underlying  facts 
on  which  his  opinion  was  predicated,  failed  to 
satisfy  applicable  standards. 


By  the  Commission. 


George  A.  Fitzsimmons 
Secretary 


1082  (2d  Cir.  1972)  (failure  to  correct  a  misleading 
prospectus). 

^  In  Release  No.  4445.  the  Commission  noted  the 
practice  of  dealers,  when  attempting  to  obtain  an 
exemption  under  Section  4(1)  of  the  Securities 
Act,  of  submitting  representations  to  a  lawyer  that 
the  sellers  of  the  securities  did  not  hold  any 'of 
those  positions  that  would  render  the  exemption 
unavailable.  The  release  stated  that  a  lawyer's 
opinion  based  on  hypothetical  facts  would  be 
worthless  if  the  facts  were  not  accurate  or  if  the 
vital  facts  were  not  considered.  Th»  *'9lease  fur- 
ther expounded  on  the  duties  of  responsible  coun- 
sel to  the  effect  that  "it  is  the  practice  of  responsi- 
ble counsel  not  to  furnish  an  opinion  *  *  *  unless 
such  counsel  have  themselves  carefully  examined 
all  of  the  relevant  circumstances  *  *  *  /*  id. 
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EXHIBIT  H 


IN  RE  NEW  YORK  CITY  MUNICIPAL  SECURITIES  UTIGATION 

auMat7F.SMpp.  i»  (itM> 

3.  Scoiritict  RcfuUtioii  ^42 


In  n  NEW  YORK  CITY  MUNICIPAL 
SECURITIES  LITIGATION. 

BIDL  314. 

UniUd  SUtes  District  Court, 
S.  D.  New  York. 

Jm.  25.  1980. 

Aetioni  arising  out  of  the  near  finan- 
da]  oollapfle  of  the  dty  of  New  York  were 
brought  under  the  Securities  Act  of  1933 


Securities  Exchange  Act  provision 
defining  ''exempted  security"  is  strictly  def- 
initional, and  whether  or  not  given  substan- 
tive sectwn  applies  to  "exempted  securities" 
is  left  to  express  language  of  particular 
sectbn,  but  it  was  intended  that  antifraud 
provision  of  Act  extend  to  fraudulent  eon- 
duct  in  connection  with  all  securities  in 
broadest  sense,  including  those  defined  as 
"exempted  'securities".  Securities  Ex- 
change Act  of  1934,  ii  3(aX12).  7(a),  8(a). 
9(f).  10(b),  12(a).  14(a),  15(aXl).  16(a^)  as 
and  the  Securities  Exchange  Act  of  1934     amended  16  VS.CJL  %%  78c(aX12),  78g(a). 


and  upon  pendent  state  law  claims.  The 
District  0>urt,  Owen.  J.,  held  that:  (1)  sec- 
tions of  the  Securities  Act  of  1933  and 
Securities  Exchange  Act  ot  1934  relied  upon 
were  not  applicable  to  issuers  of  municipal 
securities,  as  opposed  to  underwriters  and 
sellers,  and  (2)  in  view  of  substantive  feder- 
al legislation  excluding  k)cal  governments 
from  liability  in  suiu  under  federal  securi-     cal  and  economic  consequences  of  unequal 


78h(a),  78i(f).  78j(b),  78/(a),  78n(a).  78o 
(aXD.  78p(a-<). 

4.  Secwities  Regulation  «»42 

Addition  of  munidpal  and  state  securi- 
ties to  category  of  "exempted  securities"  as 
defined  in  Securities  Exchange  Act  evi- 
dences congressional  decision  to  avoki  politi- 


tics  legislatk>n.  federal  district  court  lacked 
power  to  adjudicate  pendent  state  law 
claims. 

Motions  of  dty  defendants  to  dismiss 
granted,  and  those  of  underwriter  and  sell- 
er defendants  denied. 


treatment  of  federal,  state  and  munidpal 
securities.  Securities  Exchange  Act  of 
1934.  §§  8(aX12).  10(b)  as  amended  15  U.S. 
CA.  H  TOc(aX12).  78j(b). 

S.  Securities  RcguUtion  «»42,  117 

Implied  cause  of  action  under  antifraud 
provision  of  Securities  and  Exchange  Act 
exisu  in  favor  of  purchasers  of  munidpal 
securities.  Securities  Exchange  Act  of 
1934.  |§  3(aX10,  12),  10(b)  as  amended  15 
VS.CJL  ii  78c(aX10, 12).  78j(b). 


L  Securities  Regulation  «»41 

Securities  Exchange  Act  was  designed 
to  provkie  for  regulatwn  ot  securities  ex- 
changes and  of  over-the-counter  markets  to 

pnvtM  iMquiUbk  ud  u»f«ir  pr*eUe«  in    ^  g,,,,^  lUntatl«i  *'13i  MJ 

such  exchanges  and  markets.    Securities 

Act  of  1963,  I  17(a),  15  U.S.CJL  §  rrq(a): 

Securities     Exchange     Act     of     1934, 

H  3(aX12),  10(b)  as  amended  15  U.S.CJI. 

H  78c(aX12).  78j(b). 


Plaintiff  securities  purchaser  suing  un- 
der antifraud  provisran  of  Securities  Ex- 
change Act  as  opposed  to  proviskm  for  lia- 
bility of  person  who  offers  or  sells  by  means 
of  prospectus  or  ond  eommunicatwa  indud- 
ing  untrue  statement  or  failing  to  indude 
material  fact  necessary  to  make  statements 
not  misleading  avoids  restrictive  provisions 


2.  Secwities  ReguUtioii  ••42 

Congress  by  induding  section  defining 
"exempted  security"  in  Securities  Exchange 

Act  oontemplated  that,  at  least  for  some  of  1933  Act  and,  specifically,  dreumvents 

purpooel,  governmental  securities,  Including  one-year  statute  of  limitations  and  resds- 

those  of  munidpalities,  would  be  exempted  sion  measure  of  damages  but;  on  other 

from  certain  of  its  requirements.    Securi-  hand,  must  bear  much  heavier  burden  of 

ties  Exchange  Act  of  1984,  §|  3(aX12),  10(b)  proving  scienter  and'  toees  advantage  of 

as   amended   15   U.S.CA.   %%  78o(aX12).  1983  Act  rei|uiremMit  that  defendant  carry 

78j(b).  burden  of  going  forward  with  his  "due  dfli- 

Cop)rrigjit©1980  West  Publishing  Company.     Reprinted  with  pennission, 
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dtfcBM.    SteuiitMi  Act  ol'VUZ,  tfftet" of  1975 •OMiidmmU on nrntn ao ai 

U     S(aX2).     12(2).     IS,     U     UJ.CA.  lo  inurt  thai  1934  Act  at  amtiidod  wUl  not 

U  Trc(aX2).  T7/(2).  77m;   Soeuritki  Ex-  tamp«  in  any  way  with  prtrogathres  of 

chaaft  Act  of  1984. 1 10(b)  aa  anondod  15  ataU  and  local  govornmaaU  in  th«r  nl«  of 

U  J.CA.  t  78j(b).  aaeoritioi.     Saeuritioa   Exehango   Act  of 

^S!1T^  UACA.H781(b).78o^78o^d). 

ehanfo  Act  oxtondi  to  traaiaetMNif  in  m»-  il  8tcwW«  Ronl«tlon  ••117 
iSS^ITllIIitl^^  atyoo«ldnoCb.hddliahl.«ndTanU. 

ofl98I.|2(2).15UACJL|T7h(2);Socurl-  rS^^^'jL*^^^ 

tiaa  Exchamt  Act  of  1984.  U  a(«X9).  10(b)  "^ ''^^  JT'^'^li  "ST^  j^u^ 

a.a^;;35UA(XA.||78c(axS).78j(b).  ^SeT^'L^i 

Sm  pubUcatioii  Wonk  and  PhruM  T  ?T:  ^"^.^  ^  u  • 

for  othvju^dal  coofCnictkNii  and  faidividuany   liable  andor  tuch  provwon. 

dfOmtlona.  Soeuritiat  Exchange  Act  of  1934.  §  10(b}  as 

8.  Socwitiaa  lUfubthNi  ••»,  17*.  192  •«»•»<««>  1»  UACIA.  §  78j(b). 

PMfiaioii  of  Socnritioa  Act  of  U63  ^  s^ntlao  Ronbtion  ••104 

making  it  unlawful  for  any  ponon  in  offer-  .     __    ,,,^  .       .,.     .^        .. . 

Ing  or-lling  aacuritie.  ^^of  inalni-  ,      The  19©  Sj«iritie.  Act  pravjnon  mdc- 

mint  of  inunute  commeroe  or  by  uae  of  5»J[.  «*  »»»*^?»  '*  P^  «  •^'•""^  ^J 

maila  to  employ  device,  acheme  or  artifice  >•»>»«  -^""^  »V  ^J^  matniment  of 

to  defraud,  to  obtain  money  or  propeKy  by  bitenUte  commerce  or  by  uae  ^  maila  to 

untrue  atatement  of  material  fact  or  omia-  «"»P>?y  <>«^««»  ■«*•"»•  *  •^"*  ^  ^ 


_     to  aUte  material  fact  neceaaary  to    ^"^  <»  ^  «**^n  ■^"•y  «"  P«>P»ty  by 
make  atatemento  not  miaieading.  or  to  en-     "«««•  tUtement  of  material  fact  or  omia- 


aion  to  atate  malarial  fact  neceaaary  to 


gage  m  any  tranaaction.  practice  or  coune  , 

of  buaineaa  which  operaUa  or  would  operaU     "^b*  aUtemento  not  miaieading  or  to  en- 


_  fraud  or  deoeit  upon  puivhaaer  ia  only  m*  1"  ^ny  tranaaction,  practice  or  coune 

proviaion  of  1983  Act  to  which  1938  Act  of  buaineaa  which  operatea  or  would  operaU 

definition  of  exempted  aecuritiea  doea  not  aa  fraud  or  deceit  upon  purchaaer  muat  be 

apply,  and  doe^  no  moie  than  provide  baaia  viewed  together  with  expreas  civU  liability 

for  criminal  praaecution  and  Securitiea  and  proviaiona  of  other  aectiona  of  aame  Act, 

Exchange  Commiaaion  ii^unetive  proceed-  one  of  which  apeciflcally  providea  private 

ingi.    Securitiea  Act  of  1968.  |§  8(aX2).  5.  remedy  to  defrauded  inveator  but  expreaaly 

12(2).  n(a).  15  VSJCJL  ff  78c(aX2).  77e.  77  exdudea  exempted  aecuritiea.  and  thua  pri- 

/(2).  77<|(ai  veto  right  of  action  againat  municipal  ia- 

«  J     -lAi     »      I  ^      -^11^  ">•'»  ^o"  "^  «X"^  '•«'•''  "^  f«t-men- 

9.  Securitiea  Regttbtkm  ••117  ^j^^^  ^^^^^^    Securitiea  Act  of  1933. 

Underwritofe  and  »elto»  are  liable  un-  |  n(a).  15  UACJL  §  77q(a). 

der  antifraud  proviaion  of  Securitiea  Ex-  '    .^  '* 

change  Act   for  their  own   independent  13,  Federal  Courta  «»17 
fraudulent  conduct  in  connection  with  mu-  ^^  ^^  ^f  aubaUntive  federal  legisla- 

nidpal  aecuritiea.    Securitiea  Act  of  1988.  ^^  t,eluding  local  govemmento  fram  lia- 

a  5. 12(2).  15  UACA.  U  77j  "/(?);  So-  ^^     .„  ^^  ^^^  ^^^^  „,„ritiea  legi- 

^^}ff^Ir.  ^.  t}^  *  ^^  ^  "  bition.  federal  diatrict  court  lacked  power  to 

amended  15  UAOA.  I  78j(b).  adjudicaU  pendent  aUto  law  daima.   Secu- 

IOl  Securitiea  Regubtion  ^^42  ritiea  Act  of  1983.  §  17(a).  15  U5.C.A. 

Tower  Amendmento  of  Securitiea  Ex-  §  77q(a);  Securitiea  JBxchange  Act  of  1984, 

change  Act  attempted  to  Kmit  **oolbtoral  §  10(b)  aa  amended  15  U.S.CA.  §  78j(b). 
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14.  Indemnity  ••13.1(2) 

IndemnificatioB  it  not  available  for  un- 
derwriten  in  Mcuritics  fraud  ease.  Seeuri- 
titi  Act  of  1998,  I  17(a),  15  U.S.CA. 
I  77q(a);  Securitiei  Exchange  Act  of  1934, 
I  10(b)  ai  amended  15  V3.CJL  §  78j(b). 

15w  Contribution  ^5(e) 

ONitribtttioh  may  only  be  required  of 
joint  tort-feaaor,  and  dty  defendants  which 
were  not  subject  to  liability  under  antif  raud 
provisions  of  federal  securities  laws  were 
not  subject  to  daim  for  oontribution.  Secu- 
rities Act  of  1968,  I  17(a),  15  JJJS.CJL 
I  77(|(a);  Securities  Exchange  Act  of  1934, 
§  10(b)  as  amended  15  VJS,CJL  §  78j(b). 


Pomerantz,  Levy,  Haudek  k  Block,  New 
Yoric  Gty  by  Richard  M.  Meyer,  Eugene  H. 
Zagat,  Jr^  William  E.  Haudek,  New  Yoric 
Gty,  for  Friedlandler  dass  plaintiffs. 

Gold,  Farrell  k  Marks  by  Thomas  R  Far- 
rsn.  New  York  City,  for  Specior  class  plain- 
tiffs. 

William  M.  Weisberg .  New  Yoric  City,  for 
plaintiffs  Gohlfarb  and  Weisberg. 

Teitler  k  Teitler  by  Michael  F.  Teitler, 
New  Yoric  City,  for  plainUff  Work!  Air- 
ways, Inc. 

Allen  G.  Schwartz,  Girp.  (Counsel  by 
Bruce  S.  Kaplan,  Oikt  Asst  Corp.  G>unsel, 
John  F.  Grubin,  Steven  Been,  James  M. 
Kaplan,  Asst  (}orp.  GNinsels,  New  York 
Gty,  of  eounsd,  for  munidpal  defendants 
Gty  of  New  York,  Abraham  Beame  and 
Harrison  (joldin. 

Barry  R.  Ostrager,  Kathleen  Schaaf, 
Simpson,  Thacher  k  Bartlett,  New  York 
Gty,  for  Manufacturers  Hanover  Trust  Co. 

Irwin  J.  Sttgarman,  Schulte  k  McCSol- 
drick.  New  Yoric  Gty,  for  Ehriich-Bober  k 
Co.9  Inc. 

.  RobeK  P..  Beshar,  New  York  Gty,  for 
WccdenACo. 

M.' William  Munno.  Paul  Batista,  Seward 
Ik  Kissel,  New  Yoric  Gty,  for  Bank  of 


Stephen  A.  Weiner,  Robert  J.  Sussman, 
Winthrop,  Stimson,  Putnam  k  Roberts, 
New  York  Gty,  for  Bear,  Steams  k  Co. 

Laura  B.  Hoguet,  Richard  J.  Holwell, 
WhiU  k  Case,  New  York  Gty,  for  Banken 
Trust  Gk 

Ronald  L.  Cohen,  Donovan,  Leisure,  New- 
ton k  Irvine,  New  Yori(  City,  for  A.  G. 
Becker  A  Gii,  Inc. 

Thomas  A.  Shaw,  Jr^  Breed,  Abbott  k 
Morgan,  New  Yoric  Gty,  Paul  &  Galvani, 
(jeorge  M.  Moriarty,  Ropes  k  (Sray,  Boston, 
Mass.,  for  First  Nat  Bank  of  Boston. 

Evan  A.  Davis,  Edmund  H.  Kerr,  Geary, 
(jottlieb,  Steen  k  Hamilton,  New  York 
Gty,  for  Sak>mon  Bros. 

Lowell  G.  Harriss,  Davis,  Polk  k  Ward- 
well,  New  York  Gty,  for  Morgan  Guaranty 
Trust  (}o. 

W.  Foster  Wdlen,  Paul  A.  MeroUa, 
Shearman  k  Steriing,  New  York  Gty,  for 
Citibank,  N.  A. 

Richard  C  Casey,  Joseph  G.  Riemer,  III, 
Brown,  Wood,  Ivey,  Mitchell  k  Petty,  New 
YorktTity,  for  Merrill  Lynch,  Pieree,  Fen- 
ner  k  Smith,  Inc. 

Gregory  A.  Markel,  (^vath,  Swaine  k 
Moore,  New  York  Gty,  for  Chemical  Bank. 

Jon  Paul  Bobbins,  Nitkin,  Alkalay,  Han- 
dler k  Robbins,  New  Yoric  Gty,  for  First 
Pennoo  Securities  Inc. 

Briscoe  R.  Smith,  Toni  C  Uchstetai,  Mil- 
bank,  Tweed,  Hadley  k  UeOay,  New  York 
Gty,  for  The  Chase  Manhattan  Bank,  Nat. 
Assn. 

OPINION 

OWEN,  District  Judge. 

In  this  multi-faceted  litigatkm,  before  me 
for  pretrial  purpoees  pursuant  to  an  order 
of  the  Judicial  Panel  on  Multidistrict  UU- 
gation,  there  are  various  motwns  to  dismiss. 
These  actions  have  a  common  origin  in  the 
near  financial  collapse  of  the  Gty  of  New 
Yoric  in  late  1974  and  eariy  1975.*  The 
several  complaints  allege  that  the  City  of 
New  York,  former  Mayor  Abraham  Beame- 


1.    Sre  sec  Staff  Keport  on  TmuaeUom  in  Se- 
emiUn  of  iht  CUy  of  New  York  (1977). 
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md  Conptraltor  Htfrim  Goldiii  (tiM  "City 
Dtffudaati'l,  and  ovtiia  baaki  uid  bio> 
kmn  finnt  (tiM  "Unikrwrittr  uid  Sdkr 
Dtfmdairtil  dtUbtntdy  nistod  tiM  poblie 
at  to  tht  City't  dtsptntt  finaadftl  ooodi- 
tioB  in  oonMCtioB  with  tlM  undtrwriting 
•ad  tabiaqutnt  mala  lai  variooa  New  Yoric 
aty  obligatioiit  iHuad  dorinff  1974  and 
Vm*  Plaintiffs  allagt  Uiat  tiM  fortgoing 
eonatitiiiai  ▼iolatlom  of  Saetion  17(a)  of  tlia 
Saenrltiaa  Aei  of  193S  (tha  "Saewitiaa  Act** 
or  tha  "im  ken,  15  U  J.C.  §  77q(a).  and 
Saetion  10(b)  of  tha  Sacuritlaa  Exehanga 
Aet  of  1934  (tha  "Exchanga  Act"  ar  tha 
"1984  Aet").  U  U  J.C.  §  78J(b).  and  Rula 
lOb-A  promulgatad  tharounder.  17  C.FJL 
§240.106-^ 

Elavaa  aaparata  lawiuits  hava  baan  eon- 
iolidatad  for  pratrial  matters  .in  this  litiga- 
tion.* In  five  of  the  aetions,  tha  City  is 
named  aa  a  defendant  along  with  the  un- 
derwriters and  sellers.*  Two  of  the  aetions 
have  been  certified  as  class  aetions  puttu- 
ant  10  Fed.R.av.P.  28(bX8).  Frkdhndt  v. 
atyotN^w  York,  71  F.R.D.  546  (S.D.N.Y. 
1976).  and  ^McCor  r.  atyotNow  York,  71 
F.R.D.  550  (S.DJf .Y.197e).  In  fViedtead^. 
plaintiffs  allege  that  on  June  1, 1974,  New 
Yoric  City  had  ouUtMiding  $4.4  billion  in 
short4erm  notes,  of  which  the  defendant 
banks  held  approximately  IS.5  billion,  and 
of  which  large  dienta  of  the  defendant  bro- 
kers owned  approximately  |B00  mOlkm. 
(Plaintiffs  Complaint  at  tSL)  Aeeording 
to  the  complaint,  on  the  baais  of  "insada" 

1.  Tlie  undcrwrtctr  and  ttHcr  dtftndants  include 
the  Chase  ManhaCttn  Bank.  N  JL.  Pint  Nation- 
al aty  Bank.  Manufacturtrt  Haaovtr  Trust 
Compaiqr.  The  Pint  National  Bank  of  Boston, 
Chemical  Bank.  Bank  of  Amertca  N.T.  &  S.A.. 
Morian  Guwamy  Trust  Company  of  New 
York.  Bankers  trust  Company  (the  "Banks**). 
and  Wctden  &  Ca.  Inc.  A.  G.  Becker  &  Co.. 
bK..  Bear.  Steams  &  Co..  EhrUcb-Bober  &  Ca. 
Inc..  First  Psnnco  Securities.  Inc.  Salomon 
Brothers.  MerriO  Lynch.  Pierce.  Fenner  & 
Smith  *r,i  (tht  -Brokers*!. 

S.  This  court  has  Jurlidktion  for  prsiital  pur- 
poses over  the  f oUowint  cases:  Thmeiir  v.  Tike 
first  MiiioMal  Ban*  of  Boatan,  76-328S-C 
(D.MaM.1976);  FrtedlMnder  v.  The  First  Nj- 
Uonal  Bank  of  BoMon.  7S-2685-T  (D.Mass. 
1978k  Ihincetf  v.  Banir  of  AtmhCM  N.T.  A 
SLA.C7B  1873-SC(N.O.Cal.l978):  World  Air- 
waya,  lac:  »*.  BanIr  of  Amtrtea,  N.T.  A  SLA. 


information  that  the  Qty  waa  nnable  to 
repay  thaaa  ebligationa,  tha  vnderwritsr  ds- 
fandaata  undarwrou  for  distribution  to  the 
general  poblie  approximately  $2.6  billion  of 
the  (3ty's  notes.  The  proceeds  of  thsss 
salaa  ware  aUegadly  to  be  used  to  "bail  out** 
the  banks'  and  brokerage  firms'  own  hoki- 
ings  of  Gty  notss  by  reducing  those  hold- 
ings from  94.4  bfflion  in  June  1974  to  $19 
billion  fai  June  1975l  The  Oty  of  New  Yoric 
and  its  Mayor  and  Comptrollar  are  Alleged 
to  have  aided  and  abetted  the  foregoing 
aeU  by.  intw  mUm,  coneealing  the  City's 
critical  financial  condition  from  the  public 
and  falsifying  oartain  records  to  conceal  the 
fiacal  crisis.  The  Frmdhndar  class  consisU 
of  the  first  non-dealer  purchasers  of  the 
City's  Revenue  Anticipation  Notes  (the 
"RANS*^  issued  on  December  13. 1974.  Jan- 
uary IS.  1975.  February  14.  1975  and  the 
Gty's  Bond  Anticipation  Notes  issued 
Maivh  12. 1975.  Ste.Frkdkndarv.atyof 
New  York,  71  FJLD.  548.  548  (S.DJI.Y. 
1976). 

The  Speetor  dass  eonsisu  of  the  hokien 
of  the  City's  general  oMigatioa  bonds  who 
purchased  such  bonds  between  May  1, 1974 
and  September  30.  1975.  Plaintiffs  allege 
that  the  eommereial  banks  and  brokerage 
firms  conspired  to  conceal  information  ss  to 
the  (Sty's  desperate  financial  condition 
f^m  the  investing  public.  These  aeU  of 
eoneealment,  along  with  other  short  term 
steps  designed  to  avokl  default,  were  al- 

CTt-OOtf-WAI  (N.D.Cal.l97t):  F>Mtandrr  v. 
Bank  of  America  N.T.  A  5.A.  C7»-1432-SAW 
(N.D.Cal.l07e):  World  Airwaya,  Inc.  v.  Salo- 
mon BroUmx  7t  Qv.  0072  (S.D.N.Y.1978): 
Specter  v.  O^'  of  New  York,  75  Civ.  3461 
(S.D.N.Y.I97S);  Waiaberg  v.  City  of  New  York, 
75  Ov.  5582  (S.D.N. Y.  1975);  Velardi  v.  firsr 
Natlottal  Gty  Bank,  TB  Qv.  QS43  (S.D.N.Y. 
I97S);  Manchester  v.  Cky  of  New  York,  Tl  Civ. 
OMO  (S.D.N.Y.1977):  GMtarb  v.  Oty  of  New 
York,  75  Qv.  5581  (S.D.N. Y.  1975).  In  the 
Bank  of  America  and  First  National  Bank  oF 
Boston  cases,  venue  for  trial  purpose!  is  set 
rorth.in  The  National  Bank  Act.  12  U.S.C  f  94. 

4.  The  Qty  is  a  named  defendant  tai  FHedbindIrr 
V.  Cky  of  New  York,  aupra:  Specior  v.  CUy  of 
New  York,  aupra:  GoUfarb  v.  Oty  of  New 
York,  mprm  Weiabegt  v.  Cky  of  New  York, 
Manchester  v.  Cky  of  New  York, 


82 


leftdly  taken  to  prawrvt  prevtiliiig  bond 
priees  to  allow  the  defendanta  to  profitably 
d»poM  of  thtir  own  hoMingi  of  City  bonds. 
Certain  of  tht  defendants  are  said  to  have 
redttoed  their  Kbldings  in  City  bonds  from 
$2.5  billion  on  May  1, 1974  to  virtually  nH 
by  the  time  the  priees  of  those  bonds  plum- 
meted. Here,  as  in  Friedlander,  the  City  is 
alleged  to  have  aided  and  abetted  this  con- 
spiracy by  virtue  of  material  misrepresenta- 
tions and  nondiKlosures  to  the  public  eon- 
eeming  the  City's  finances.  Plaintiffs  con- 
tend that  as  a  result  of  the  aeu  of  the  City 
defendanta  and  the  underwriter  and  leller 
defendants,  the  members  of  the  class— pre- 
dominately "after^market**  purchasers  of 
the  City  general  obligatk>n  bonds— incurred 
substantial  economic  losses. 

The  allegations  in  G^dfarb,  Weisberg 
and  Mutehester  are  essentially  the  same  as 
those  in  FriedlMder  and  Spector.  The  re- 
maining cases,  while  not  alleging  securities 
fraud  on  the  part  of  the  City  defendants, 
allege  violations  of  §  17(a)  of  the  Securities 
Act  and/or  §  10(b)  of  the  Securities  Ex- 
change Act  by  certain  of  the  commercial 
banks  or  brokerage  firms.*  It  is  undisputed 
that  all  o(  the  conduct  at  issue  occurred 
prior  to  the  enactment  of  the  1975  amend- 
ments to  the  Securities  Exchange  Act 

The  City  and  the  underwriter  and  seller 
defendants  move  to  dismiss  for  failure  to 
state  a  claim  upon  which  relief  may  be 
granted,  Fed.RCiv.P.  12(bX6),<  on  the  fol- 
lowing legal  theories: 

(1)  That  transactions  involving  municipal 
securities,  whether  by  the  City,  the  under- 
writers or  other  selkn,  are  not  covered  by 
I  10(b)  of  the  Securities  Exchange  Act; 
and,  consequently,  no  private  right  of  action 

S.  In  one  of  these  esses.  World  Airways,  Inc.  v. 
Sahmon  Broihers,  78  Civ.  0072  (S.DJM.Y.I978). 
tlie  ptaiMifr  has  advised  the  court  that  it  will 
amend  ks  complaint  to  join  the  City  as  a  de- 
fendant if  the  instant  motions  &n  denied. 

C  Plaintiff  World  Airways  has  submitted  .  mo* 
tion  for  partial  summaiy  judgment  punuam  to 
Fed.R.Gv.P.  56(c).  Argument  on  this  motion 
has  been  deferred  by  the  court  until  after  deci- 
sion on  the  motions  to  dismiss. 

7.    Section  10(b)  provides: 


is  conferred  upon  a  purchaser  of  such  secu- 
rities; and 

(2)  That  while  §  17(a)  of  the  Securities 
Act  expressly  includes  municipal  securitiv 
and  has  been  construed  to  confer  enforce- 
ment rights  upon  the  Securities  Exchange 
Commisswn  (**SECO  in  the  event  of  viola- 
tions, it  does  not  confer  a  private  right  of 
action  upon  an  investor;  and 

(8)  That  if  the  antifraud  proviswns  of  the 
securities  laws  apply  to  municipal  securities, 
the  tenth  amendment  to  the  United  Sutos 
Constitution  wouM  render  such  provisions 
unconstitutional  as  applied  to  the  City  de- 
fendants. 

In  the  alternative,  certain  of  the  under- 
writer defendants  argue  that  if  a  private 
right  of  action  does  exist  as  to  them  with 
respect  to  transactions  in  municipal  securi- 
ties, it  must  also  be  implied  against  the  City 
as  issuer. 

From  a  careful  consideration  of  the  1938 
and  1934  Acts  (and  their  amendments) 
viewed  in  the  light  of  their  extensive  legis- 
lative histories  and  the  relevant  case  law,  I 
conclude  that  the  motions  of  the  City  de- 
fendants to  dismiss  should  be  granted, 
while  those  of  the  underwriter  and  seller 
defendants  should  be  denied. 

/.  The  ApplkMbimy  of  §  10(b)  of  tb9  Seeu- 
ritm  ExchMng>e  Act  to  Munidptl  Seeth 
rit/es  and  ta  the  Undorwriton  Mnd  Sell' 
en  Thereof 

The  threshohl  questkin  presented  is 
whether  the  private  right  of  action  unques- 
twnably  available  to  a  purchaser  of  corpo- 
rate securities, under  §  10(b)  of  the  1934 
Act,*  and  Rule  lOb-5  promulgated  thereun- 

It  Shan  be  unlawAil  for  any  person,  directly 
or  indirectly,  by  use  of  any  means  or  instru- 
mentality of  imersute  commerce  or  of  the 
mails,  or  any  facility  of  any  national  securi- 
ties exchange 

(b)  To  use  or  emplo>-.  in  connection  with  the 
purchase  or  sale  of  any  security  registered  on 
a  national  securities  exchange  or  2ny  securi- 
ty not  so  registered,  any  manipulative  or  de- 
ceptiw  device  or  contrivance  in  ccotra\-en- 
tion  of  such  rules  and  regulations  as  the 
Commission  may  prescribe  as  necessary  or 
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4tr,'  it  «qttally  avtflaMt  to  ft  pufchmr  of 
munidpd  Meuritki.  This  it  "buiaUy  a 
flMttcr  of  tUtoiory  conttniction.''  IVvjii- 
Amma  Mortg§g9  Advmon  v.  Lnrkt  444 
U  J.  11. 100  8.Ct  242,  e2  UEd.  146  (1979). 

(1, 2]  Tbi  8oeuriti«  Exehongt  Act  wm 
ditigned  **\»  provido  for  Um  rtgulotioii  of 
aaeuritloi  exdiangit  and  of  tho  ovw^tlie- 
eountor  narkeU  .  .  .  to  prtvonl  inoq- 
uitaUo  and  oofair  praetiott  in  todi  tx- 
diangit  and  OMrkoti  .  .  ."  8.IUp^o. 
792, 78d  Cong.  2d  Sot.  1  (U84).  Novtrtlit- 
loit,  Congrats,  by  induding  §  a(aX12).  15 
U.S.C.  I  78o(aX12).  is  tht  1884  Aei,  doariy 
eontemplatad  that,  at  loast  for  soma  pur- 
poios,  govommontal  sceuritits,  including 
those  of  municipalities,  would  be  exemptod 
from  otrtain  of  its  rsquiraments.  The  de- 
fendants argue  that  the  mora  Inclusion  of 
I  8(aX12)  in  the  1934  Act  evidences  a  Con- 
gressional  intent  to  exempt  municipal  secu- 
rities from  the  operation  of  §  10(b).  I 
raject  this  contention. 

[3]  At  the  time  of  the  events  in  ques- 
tion, 1 3(aX12)  defined  an  **exempied  secur- 
ity" as  follows: 
The  term  ''exempted  security**  or  "ex* 
empted  securities**  includes  securities 
which  arc  direct  obligations  of  or  obliga- 
tions guaranteed  as  to  principal  or  inter- 
est by  the  United  Sutas;  .  .  .  secu- 
rities which  arc  direct  obligations  of  or 
obligations  guaranteed  as  to  principal  or 

spproprtate  In  the  public  interest  or  for  the 
protection  of  investors. 
15  U.S.C  f  78Kh). 

t.    Rule  10b -5  pro\idet: 

It  shall  be  unUwM  for  «ii>-  person,  directly 
or  indirectly.  b>'  the  use  of  sr\'  means  or 
instrumentality  of  interstate  commerce,  or  of 
the  mails  or  any  facility  of  any  national  ex- 
change. 

(a)  to  employ  an>-  dexice.  scheme  or  artifice 
to  defk-aud. 

(b)  to  make  any  untrue  statement  of  a  mate> 
rial  fact  or  to  omit  to  sute  a  material  fact 
necessary  in  order  to  make  the  statcmems 
made,  in  light  of  the  circumstances  under 
which  the>*  were  made,  not  misleading,  or 

(c)  to  engage  in  an>-  act,  practice  or  course  of 
business  which  operates  or  would  operate  as 
a  fraud  or  deceit  upon  any  person,  in  connec* 
tion  with  the  purchase  or  sale  of  any  securi- 
ty 
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bitariit  by  ft  8uta  or  aiy  polltieal  sobdi- 
vitioa  thereof,  or  by  tiy  agtoty  or  in- 
ttmmentallty  of  a  Stalt  or  any  polltieal 
snbdivitioB  theraof,  or  by  tay  raualdpal 

of  one  or  more 
and  such  other  securi- 
ties .  .  .  aa  the  Commission  may. 
by  such  nilet  and  regulations  aa  it  deems 
necessary  or  appropriate  in  the  public  ia- 
tartit  or  for  the  protection  of  iavottors, 
.  .  .  exempt  from  the  operation  of 
any  one  or  mere  provitions  of  this  chapter 
which  by  their  terms  do  not  apply  to  an 
"exempted  security^  or  to  "exempted  sa- 
eorities.** 

1984  Act,  ch.  404,  I  2,  48  8Ut  882.  This 
section  is  strictly  definitionaL  Whether  or 
not  a  given  substantivt  section  applies  to 
"exempted  securities**  is  left  to  the  express 
language  of  the  particular  section.  In  the 
Senate  Report  on  the  1984  Act,  the  drafts- 
men confirm  this  view  by  noting  that  a 
"large  number  of  the  provisions  fai  the  Act 
expressly  include  'exempted  securities***.* 
In  short,  when  Congress  wanted  lo  exclude 
exempted  securities  from  a  section  of  the 
Act,  it  knew  how  to  do  so.**  It  is  signifi- 
cant, therefore,  that  the  language  of  §  10(b) 
does  not  evidence  such  an  intent.  That 
section  makes  it  unlawful  for  "any  penon 
.  .  .  to  uae  or  employ,  m  oonnection 
with  the  purchase  or  sale  of  Mny  aaeurity 
registered  on  a  national  securities  exchange 
or  any  security  not  so  registtrsd,  any  mani- 

17  C.F.IL  f  240.10b-5. 
9.    S.Rcp.No.7S2.  73d  Cong..  2d  Sess.  U  (1994)- 

It.  Congress  expressl>-  exchidcd  exempted  se- 
curities from  the  following  sections  by  stating 
that  those  sections  applied  to  "any  securities 
(other  than  exempted  securities)":  |7(a)(mai^ 
gin  rules).  15  U.S.C  i  7ag(a);  i  9M  (rtstric- 
tions  on  borrowing  by  mcnvers,  brokers  and 
dealers).  15  U.S.C  i  78h(a):  i  9(0  (manipula- 
tion  of  tr  ..y  prices).  15  U.S.C  §  78i(n; 
I  12(a)  (registration  rtquirements  for  securi- 
Ues).  15  U.S.C.  §  78;(a):  §  14(a)  <proxy  rules). 
15  U.S.C  i  78n(a):  §  IS(aXl)  (registration  of 
brokers  and  reponing  rsquirements  tai  o\'er- 
the<ounter  markets).  15  U.S.C.  §  7to(aXl): 
I  16(a).  (b).  (c)  (insider  trading  and  reporting 
rcquiremenu).  15  U.S.C.  §  7tp(a).  (b).  (c). 
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putetive  or 
(enphasii  added).  Th*  CongrMsional  in- 
tent lo  have  §  ioCb)  extend  to  fraudulent 
eonduct  in  oonneetion  with  all  leeurities  in 
the  broedeat  aenie,  including  those  defined 
in  f  8(aX12),  could  not  be  clearer.  The 
draftamen  not  only  onitted  reference  to 
"exempted  lecuritiei,''  they  also  spedficany 
included  both  registered  and  unregistered 
securities,  as  wdl  as  transactions  both  on 
the  national  securities  exchanges  and  in  the 
over-the  counter  narlMt 


The  legisUtive  history  of  §  a(aX12)  fur- 
ther demonstrates  that  It  servce  only  to 
define  "exempted  securities."   The  original 
draft  of  1 9(aX19  expressly  exempted  only 
United  Sutes  Government  securities,"  and 
the  Federal  Tnd%  Commission  was  to  be 
vested  with  the  authority  to  broaden  the 
scope  of  I  8(aX12).tt    In  discussing  this 
grant  of  authority,  the  draftsmen  wrote: 
A  large  number  of  provisions  in  the  act 
expressly  exclude  "exempted  securities.** 
Thus  the  Commission  is  able  to  rmoove 
from  the  optntkm  oiMay  one  ot  men  oi 
theae  provisions  any  securities  as  to  which 
it  deems  them  inappropriate. 

H.R.RepJ<al888,  78d  Cong..  2d  Sees..  17 
(1934)  (Emphasis  added);  see  aZso  S.RepNa 
792.  78d  Cong..  2d  Sesa.  14  (1934).  Thus, 
Congress  granted  the  Commission  the  au- 
thority to  add  other  securities  to  the  list  of 
exempted  securities,  but  H  did  not  empower 
the  Commission  to  exclude  "exempted  secu- 
rities'* from  other  sections  of  the  Act  That 
Congress  later  expanded  the  definition  of 
"exempted  securities"  to  include  thoee  of 
state  and  municipal  issuers  does  not  alter 
the  limited  function  of  §  a(aX12). 

It  is  also  dear  that  obvious  political  con- 
siderations motivatsd  Congress  to  enact  the 
exemptions  it  eventually  provided  for  mu- 

11.  Uadn-  the  earlier  versions  of  the  bill,  the 
Federal  Trade  Coovnission  was  empowered  to 
grant  additional  exempciont  in  the  public  inter- 
est Gom^eiv  mtRepNaiaCS.  73d  Cong..  2d 
Sett.  17  (ISM)  (Houae  Report  accompanying 
H.R.  9323)  wftft  RR.ltep.No.  1838.  73d  Ceng.. 
2d  Sees.  4  (1934)  (Conference  Report  accompa- 
nying HJL  8323). 

12.  Testimony  before  both  the  House  and  Sen- 
ate Committees  shows  that  the  Avftsmen  of 
the  Act  believed  that  the  Federal  Trade  Com- 


nidpal  securities  in  the  1933  and  1984  Aetp^ 
Un^  The  UgieUtiye  Hktory  dC  tAe  $^ 
CttritMs  Act  oi  2$S8, 28  (3eo.Wa8hX.Rev.  zil 
39(1969).  The  political. aa  weU  ea eeonbm: 
ic.  jastificationa  underiying  §  3(aX12)  aire 
most  visible  in  the  Congrsasional  hearincj 
on  the  1984  Act  Paramount  aiyotig  the 
political  concerns  was  the  impect^4Nr.fedei>. 
al-eUte  relationa  of  veating  t^  jPederfi; 
Trade  Commissioa  with  the  dIfcretionaQr 
authority  to  affect  the  credit  of /a'state.'of 
municipality.  Senate  Hearings.  »«iprB.  af 
7477.  In  tsatiraony  before  the  Senate, 
(«eorge  B.  (3lbbons.  a  New  York  Qtsrinunic- 
ipal  bond  dealer,  highlighted  the.dniger  of 
vesting  such  power  in  the  Federal  Trade 
Commission: 

Suu  bonds  and  the  bonds  of  thefir  politi- 
cal subdivisions  and  agencies  arc>  not  ex*. 
empted  by  the  provisions  of  this.  Act.  and. 
they  arc  under  the  power  of  the  Federal 
Trade  Commission.  That  gives  ihem.  if 
they  so  care  to  use  it,  a  very  dangerous 
power  over  the  financial  affairs  of  all  the 
statsa.  cities,  counties  and  political  subdi- 
visions and  agencies  in  them;  >nd  it 
might  be  exercised  to  their  great^  disad- 
vantage. 

The  credit  of  a  state,  or  a  munidpality  or. 
agency  within  it,  and  ita  ability  to  finance 
ita  many  needs  for  roads,  schodlfc^  prasefr^. 
vation  of  health,  and  so  on.,  would.  bi|^ 
seriously  crippled  by  the  refu|hl  of  *U^. 
Federal  Trade  Commission  to«exe£ipt  j^ 
bonds  or  ^  the  impoeing  of  iAreaaona|>le. 
conditions  for  granting  such  exemptifna^- 
and  cause  irreparable  damage  and  lose  tO'^ 
both  the  SUte  or  municipality  and  to  tiiet 
holders  of  their  outstanding  bonds  Igbtj^ 
withdrawal  of  exemption  in  eases  'frher^ 
it  had  once  been  granted. 

mission  would  uke  up  the  question  of  exeeipir 
ing  municipal  securities.    See  HearingM  jjiifan. 
NcMise  of  AeprvsematjVrs  Committee  on  buer- 
Mate  Mitd  Foreign  Commerce  on  MR  l(gf2  a«^ 
HR.  9720,  73d  Cong..  2d  Sess.  818-24  {i9U), 
("House  Hearings**):  Stock  EtdAange  Pr§(pce:' 
Hearings  Before  the  Senate  Banking  aitd.Cur^ 
reney  Commntee  on  S.Res.  89  and  SLJIas.  96 
and  S.Rea.  97,  73d  Cong.,  f^  Sess.  747SrJf( 
(1934)  rSenate  Hearings**). 
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StMte  Hwriim,  tapnt  1 7441''  Im  faet, 
tlMM  vtry  MOM  obJ«etioM  prompted  ant 
member  of  the  Hoyee  Committee  te  note 
thai  "a  rati  (eoMtHaUoiml]  qneHka"  exifU 
ed  at  te  "^  power  of  Cooffrem  te  pltee 
tny  burdtn  nptn  t  etete  bi  tht  marketlaf 
of  iti  beads  .  .  . ."  Home  Hearingi. 
Mpra,  at  822. 

An  equally  eooipelliiiff  affumeBt  was  ad- 
dressed te  CoBgrem  dtteilinf  tht  teonomie 
bnpaci  of  fafling  te  include  stete  and  mu- 
nicipal obngations  in  |  SCaXU).   Numerous 
witnsmsi  observed  that  the  fatlura  te  prt- 
vide  a  blanket  exemption  for  municipal  and 
stete  obfigatiotts,  while  providing  such  an 
exemption  for  securitim  of  the  federal 
government,  would  impoee  a  ssrious  ee^ 
nomic  burden  on  the  nonexempted  securi- 
ties.   Stt,  SL  fw  House  Hearings,  mpn,  at 
721.   As  one  witnem  explained  te  the  Sen- 
ate Committee: 
The  inclusion  of  Stete  and  municipal 
bonds  in  the  bill  does  not  confer  any 
binefit  on  the  hoMcrs  of  municipal  bonds 
nor  on  the  municipalities  issuing  them. 
On  the  contrary,  it  imposes  a  very  die- 
ting hardship  on  both  municipalities  and 
the  purehasen  of  their  bonds  and  will 
seriously  affect  their  value  as  an  invest- 
ment   The  exemption  of  a  municipal 
bond  would  not  add  te  its  prcssat  value. 
and  refusing  exemption  would  seriously 
impair  ito  value. 

If  being  exempted  from  this  bill  is  help- 
ful te  the  United  Stetes  Goverament 
bonds,  certainly  Stetm  and  municipalities 
need  that  help  also.  If  not  being  exempt- 
Sd  would  be  harmful  te  Goverament 
bonds,  certainly  SUtss  and  municipalities 
should  not  suffer  that  harm. 
Senate  Hearings,  mpn,  at  7445.  See  mIso 
kL  at  7444.M 

II.  a.  National  Ltague  of  QUaa  v.  Uaery,  426 
U.S.  833.  96  S.CL  2465.  49  LCd^  24S  (1976). 
Similar  considcratioas  may  expUin  tiw  abttnce 
oC  any  mentioa  of  mimidpaUtiet.  auics  or  tht 
federal  govtriiment  in  tht  definition  of  **pcr> 
•ons"  in  §  3(aX9)  of  the  1934  Act 

14.  there  were  specific  objections  to  the  appli* 
cation  to  municipal  securities  of  the  proposed 
margin  requirements,  capital  requirements  for 
dealers,  regulation  of  the  over-the<ounter  mar- 
ket  and  prohibitions  on  market  stabilixatkin. 


It  was  also  urged  that  awmlcipal  steuri- 
tles  wera  simply  not  subject  te  the  aame 
"speculative  abuses"  os  wera  corporate  se- 
curities because:  (1)  thera  is  *>ractically  no 
speculation'"  in  the  municipal  market;  (2) 
the  purehasen  of  municipal  securities  ara 
large,  sophisticated  public  institutions  and 
corporations:  and  (S)  the  relatively  small 
number  of  municipal  securities  mode  it  "al- 
most Impossible  te  effect  wash  sales"  and 
"practically  impomible  te  sell  municipal 
bonds  short"  See  Senate  Hearings,  sujm, 
at744S. 

[4]  As  this  legislative  history  doeu- 
ments,  the  eddition  of  nninicipal  and  sUte 
te  the  category  of  "exempted  se- 
M  defined  in  §  8(aX12)  evidences 
essentially  a  Congrmsional  decision  te  avoid 
the  political  and  economic  consequences  of 
unequal  treatment  of  federal,  stete  and  mu- 
nicipal securities.  It  does  not  reflect  a  leg- 
islative intent  te  exempt  municipal  securi- 
ties from  the  provisions  of  §  10(b)  of  the 
1934  Act  On  the  contraiy,  the  legislative 
debates  over  the  scope  of  the  §  a(aX12) 
definition  of  "exempt  securities"  eompd 
just  the  opposite  conclusion. 

Of  paramount  concern  te  the  draftsmen 
of  the  original  version  of  §  3(aX12>-the 
same  individuals  who  drafted  §  10(b>-was 
the  protection  of  investon  in  municipal  and 
stete  securities.  Thus,  it  is  quite  dear  from 
the  legislative  record  that  the  draftsmen's 
initial  omission  of  municipal  securities  from 
I  a(aX12)  can  be  explained  1^  the  fact  that 
at  the  time  it  was  drafted  appraximately 
17300  municipalities  -about  1%  of  the  mu- 
nicipalities in  America--wera  either  delin- 
quent or  in  default  House  Hearing,  sujm, 
at  822.**   Sse  aZso  Senate  Hearings,  supra, 

See.  e.  g..  Senate  Hearings,  tupta,  at  6839-40. 
7066-99.  7432-34.  7441-43. 

1%,  Default  had  occurred  in  about  Sl.500.000.- 
000  worth  of  bonds.  This  figure,  while  sub- 
stantial in  size,  is  somewhat  deceptive.  It  rep- 
resents the  total  dollar  value  of  Issues  in  which 
there  had  been  some  nonpayroent;  any  delin- 
quency caused  the  entire  debt  of  that  issuer  to 
be  considered  in  default.  See  House  Hearings, 
supra,  at  822:  Senate  Hearings,  autpra.  at  7443. 
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il  7418.  CoBgrm  wm  appartntly 
vineed  that  thow  invwion  wm%  tntittod  to 
the  fulkft  poHible  protection  with  regard 
to  theie  Mcuritiei.  Senate  Hearing!,  supn, 
at  7477.  Sit  liM  Houae  Hearings,  fupra,  at 
821. 


Thus,  while  the  deeire  to  maintain  politi- 
eal  and  economic  parity  among  governmen- 
tal imien  led  to  the  eventual  inclusion  of 
municipal  securities  in  the  definition  of  *'ex- 
empted  securities,**  Congressional  concern 
for  investor  protection  from  the  practices  of 
certain  scJIen  of  municipal  securities  re- 
mained. In  an  exchange  that  suggests  the 
reason  that  "exempted  securities'*  were  aoC 
expressly  excluded  from  §  10(b),  Senator 
Gore  inquired: 

b  there  any  way  that  you  could  vest  the 
administrative  agcnqr  with  the  power  to 
forewarn  proqwctive  purchasers  that  the 
bond  of  a  certain  town  is  a  bad  invest- 
Bient?  Is  there  any  red  light  at  all?  One 
of  the  objecu  of  this  bill  is  to  protect  the 
fool  against  his  follies.  1  do  not  know 
whether  they  can  do  it  or  not,  but  I  do 
not  see  any  difference  between  the  man 
that  loees  his  money  by  buying  municipal 
bonds  that  are  no  good,  I  do  not  see  that 
lie  is  any  better  off  than  if  he  put  it  in  a 
rmilroed  bond  or  a  chewing-gum  factory 
bond  or  something  of  that  sort  He  lost 
his  money    .... 

Senate  Hearings,  auprs,  at  7450.  In  fact, 
evidence  of  fraud  and  misrepresentations  In 
the  sale  of  municipal  securities  to  the  public 
waa  frequently  brought  to  the  attention  of 
the  Senate  Committee.  Sse  Senate  Hear- 
ing!, supra,  at  232. 

Finally,  strong  support  for  the  view  that 
the  draftsmen  of  §  10(b)  and  §  8(aX12) 
were  concerned  with  protecting  the  investor 
in  municipal  securities  may  be  found  in  the 
testimony  of  Commissioner  Landis.**  In  re- 
sponse to  Representative  Petfongiirs  charge 
that  municipal  securities  were  being  "over- 
regulated**  by  the  proposed  draft  of  the 
1934  Act,  Commissioner  Landis  stated: 


IC  The  Supmnt  Court  in  Emm  A  EnM  v. 
HoehMdtr.  42S  U.S.  185.  96  S.CL  137S.  47 
LEdld  MS  (197S).  cradited  Coaunisiioner 


WeD,  in  answer  to  your  first  question,  I 
would  have  to  answer  thet  first  question 
yes,  thera  ara  abuses  thera  [in  the  munici- 
pal securities  market].  How  wklesprsad 
they  are,  and  how  important  they  ara  is  a 
pretty  hard  matter  to  guess  at,  .  .  ., 
and  we  cannot,  of  course,  say  thera  ara  no 
abuses  in  the  trading  of  municipal  securi- 
ties. Unquestionably  thera  ara  salesmen 
who  trade  in  municipal  securities,  deal  in 
them,  sell  them,  and  will  not  tell  the 
purehasen  that  they  ara  in  default. 
They  ara  not  reputable  salesmen,  of 
course,  but  thera  have  been  things  like 
that  done,  unquestionably. 
Furthermore,  one  of  the  things  in  munici- 
pal securities  is  that  you-  must  differenti- 
ate between  general  obligations  of  a  mu- 
nicipality, and  special  obligations  .  . . 
That  distinctkm  is  often  not  made  by  the 
salesman.  It  escapes  the  prospective  pur- 
chaser of  these  boiids,  and  sometimes  be- 
cause the  salesman  wishes  it  to  escape. 

House  Hearings,  mipt%  at  807.  Based  on 
this  legislative  history,  I  must  conclude  that 
while  municipal  securities  wnra  ultimately 
included  in  tlie  definition  of  *'exempt  secu- 
rities'* in  §  3(aX12),  they  wera  not  thereby 
removed  from  the  stricturm  of  §  10(b)  of 
the  1984  Act 

[5]  The  case  law  supports  the  existence 
of  an  implied  cause  of  aetkm  under  §  10(b) 
of  the  1934  Act  in  favor  of  purchasers  of 
municipal  securities.  The  Supreme  Court's 
decision  in  SufmrittUndent  of  /asuranoe  v. 
fianltera  life  A  Gsstia/^  C^  404  U.S.  8^  92 
S.Ct  186,  30  L.Ed.2d  128  (ISTl),  where  the 
underiying  securities  were  United  States 
Treasury  bonds,  firmly  established  a  private 
cause  of  ectioo  under  §  10(b)  in  favor  of  the 
seller  of  sny  securities— whether  or  not  ex- 
empted under  §  3(aX12).  The  unanimous 
Court  stated  in  broed  language  that  1s]ec- 
twn  10(b)  outlaws  the  use  in  connection 
with  the  purehase  or  sale'  of  any  security  of 
'any  manipulative  or  deceptive  device  or 
contrivance,"*  404  U.S.  at  10,  92  S.Ct  at 
188.   In  a  footnoU  the  Court  added  1s]ec- 

Lsndis  with  a  cnidal  role  in  the  ^aftins  oC  tht 
1034  Act 
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tioB  aCftXlO)  of  tlM  1934  Aei  dtfiMi  *Meiiri- 
ty*  vary  broadly  .  .  .  uid  ctoarly  tm- 
braen  IVtMury  bondt.''"  404  U J.  at  10 
■.0,tt8.CtfttlOB.  Tlrai,  tiM  A^artelMrf* 
M(  rmih  dtmooitniltt  that  tha  daflnitian 
of  a  "Motrity"  for  tha  paipooM  of  1 10(b) 
iadudaa  all  thaaa  aaotiitiai  amunaratad  in 
I  aCaXlOK  iadiidiiiff  monidpal  aaeoritiaa. 

Dafandanta  argua  that  GiJifiofi  r.  C/afrar- 
aity  ^  Chkago,  441  U^  OH,  00  8.Ct  1040. 
00  LBdJd  1040  (1070)  and  Tcudf  Rom  A 
Co.  ¥.  lUddingUm,  442  U  J.  600.  00  8.Ct 
2470,  01  LEd^  82  (1070)  undarmiM  tha 
hoMinff  of  Supvinttmhat  cf  /oMirajiea  I 
rajact  this  oontention.  Gijijmb  neogniaad 
that  altbough  tha  languafa  of  §  10(b)  it 
maraly  duty-craatiag^,  aa  oppoaad  to  rightp 
craating,  avar  rince  "Sttpanoteiidtat  of  /ji- 
wrajMi;  tha  [Supmna]  Court  [hat]  explidtp 
ly  aaqaiaaead  in  tha  25  yaar-old  aoeapUnoa 
by  tha  lowar  f adand  oourti  of  lOb-0  eauaat 
of  actian.  Sae  aho  Ermt  A  Entt  r.  Hodh 
MdT^mVS.  185.  ld6.90  8.(X  1875. 1882, 
47  UEd^  068;  Blue  Chip  SUm|»  r.  Maoor 
Drug,  421  U^  723. 730. 06  8.(X  1017. 1022. 
44  L.Ed2d  530."  CMaaon  r.  Univnity  of 
Chicago,  aupn,  at  602  n.13.  Suporintoad- 
ant  of  Imanneo  "reflactt  tha  uniqua  hitU>> 
ry  of  Rula  lOb-^"  Cinjion  v.  Univnity  of 
Chicago,  aupn,  at  738  (Powall.  Jn  ditaant- 
ing).  and  ita  holding  it  unaffaetad  by  rtoant 

17.  NoiMiif  fnthalttiil«tiv*liiitofyorthal9l4 
Act  suggtsu  that  I  10(b)  was  iataodcd  to  in- 
dudr  Unitfld  States  Trtasury  bonds  but  to  ex> 
dude  muiiidpal  securities. 

It.    Section  12(2).  IS  U.S.C.  §  TTIOX  pravtdet: 
Any  person  wbo 

(1)  offers  or  setts  a  security  in  violation  of 
section  77e  oC  this  title,  or 

(2)  offers  or  sells  a  security  (whether  or 
not  exempted  by  the  provisions  of  section 
77c  of  this  title,  other  than  paragraph  (2)  oC 
subsection  (a)  oC  said  section),  by  the  use  oC 
any  means  or  instruments  oC  transportation 
or  communication  in  imerstate  commerce  or 
oC  the  mails,  by  means  of  a  prospectus  or  oral 


dadaiaiii  af^uyuig  a  mora  raitrictiva  ttan* 
dard  on  implieatioa  of  privata  righta  af 


(0]  Othar  fadaral  aaiirU  that  hava 
aidarad  tha  qoartian  alnott  onifomly  favor 
tha  implieatioa  of  a  privata  ramady  under 
1 10(b)  and  Rula  10-4  on  bahalf  of  pwcfaat. 
an  of  axampiad  aaeuritlaa.  Sta;  a,  g^  Sha- 
pii9  r.  Sehwanun,  ZI9  fSupp.  798  (SJ).N. 
Y.1008);  Ttxaa  Cbotmaiita/  Ufa  Inaunnee 
COk  r.  Bankara  Bond  Goi,  lac,  187  F.Supp. 
14  (WJ>.Ky.l000),  rtirV  on  oCAar  frtNiadi 
aub  nem.  Taxaa  CoatinantMl  Life  iHauraaee 
Co.  r.  Duttoa,  807  F.2d  242  (0th  Or.  1962). 
aatUamaat  agraamaat  anforeoi  aub  nom. 
All  Stataa  /ovation  Inc  r.  AanJrari  Bond 
CbL.  IncL.  848  F.2d  618  (6th  GrX  cart  da- 
ojU^  882  U.S.  880. 80  8.(X  00. 15  L.Ed.2d  74 
(1065):  Thiah  r.  ShiMa,  181  P.8upp.  416 
(S.D.N.Y.1066):  Grtanvfeft  SiWngi  BaoJr  r. 
Shi^da,  131  P.Supp.  868  (SJ>XY.1055): 
GMnactieot  Mutual  Ufa  Immuea  Co,  v. 
ShiMa,  181  P.Supp.  868  (8.D.N.Y.1054): 
Baran  r.  Shialda,  181  P.Sapp.  870  (Si) JI.Y. 
1054).  Moraovar,  oourtt  hava  uniformly  rt- 
Joetad  tha  argumant  advanead  hara  by  tht 
dafandanta  that  baeauta  tha  axprtm  dvil 
liabiUty  provitiont  of  §  12(2)  of  tha  1983 
Act,  15  U.S.C.  I  77/(2).**  axampt  govam- 
mantal  tacuritiat.'*  purehatart  of  thoaa  ta- 

could  not  have  known,  of  such  untruth  or 


statemeitt  of  a  material  ftct  or  omitt  to  state 
a  material  faa  necessary  in  order  to  make 
the  statements,  in  the  light  of  the  circum- 
stances under  which  they  were  made,  not 
misleading  (the  purchaser  not  knowing  of 
such  untruth  or  omission)  and  who  shall  not 
sustain  the  burden  of  proof  that  he  dM  not 
know,  and  in  the  exerdse  of  reasonable  care 


shall  be  liable  to  the  person  purchasing  such 
security  from  him.  who  may  sue  either  at  law 
or  in  equity  in  any  coun  of  competem  Juris* 
didion.  to  recover  the  considerttion  paid  for 
such  security  with  iniervat  thereon,  less  the 
amount  of  any  income  received  thereon, 
upon  the  tender  of  such  security,  or  fbr  dam- 
ages if  he  no  longer  owns  the  security. 

19.  Section  3(a)a).  IS  U.S.C  §  77c(aX2).  which 
is  almost  identical  to  §  3(aX12)of  the  1934  Act. 
defines  exempted  securities  as  follows: 

(a)  Except  as  hereinafter  expressly  provid- 
««.  the  provisions  of  this  sybchapter  shall  not 
apply  to  any  of  the  fottowing  classes  of  lecu- 
rities: 

(2)  Any  security  issued  or  guaranteed  b)* 
the  United  Sutes  or  any  territoiy  thereof,  or 
by  the  District  of  Columbia,  or  by  any  State 
of  the  United  Sutes.  or  by  any  political  sub- 
division of  a  State  or  territory,  or  by  any 

of  one  or  more  Sutes 
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euritkt  ihould  not  be  permitUd  to  dreuin- 
vtnt  thtt  exeeption  by  luing  andtr  f  10(b) 
of  tht  1M4  Act"    In  ThMh  v.  ShieUa, 
npn,  the  eourt  explained: 
That  Congren  intended  to  exempt  a  tell- 
er of  munieipal  bonds  from  liability  for 
failure  to  prove  that  he  exerdted  reaeon- 
abie  care  in  investigating  the  truth  of  a 
representation  is  not  inconsistent  with 
the  subjection  to  dvil  liability  of  the 
same  seller  after  the  purchaser  proves 
that  he  knowingly  misrepresented  a  fact 

• 
or  icnitorics,  or  by  say  pmon  comroUcd  or 
tuperviMd  by  and  acting  as  an  taistrumentali- 
ty  of  the  Govcmmcm  of  the  United  States 
pursuant  to  autlM)rity  granted  by  the  Con- 
greet  of  the  United  States:  or  any  certificate 
of  deposit  for  any  of  the  foregoing;  .     . 

2a.  The  plaintiff  purchaser  suing  under  f  10(b). 
as  opposed  to  |  12(2).  avoids  the  restrictive 
provisions  of  the  1933  Act.  Specifically,  he 
circumvents  the  one  year  statute  of  limitations 
imposed  by  |  13  and  the  rescission  measure  of 
damages  provided  in  |  12(2).  However,  as 
discussed  inin,  the  plaintifT-purchaser  must 
bear  the  much  heavier  burden  of  proving  scien- 
ter iftiien  suing  under  1 10(bX  and  he  loses  the 
advantage  of  the  1933  Act  requirement  that  the 
defendam  carr>'  the  burden  of  going  forward 
with  his  **due  diligence"  defense.  See  Ernst  A 
£mst  v.  HochfeMer,  425  U.S.  189.  96  S.Ct. 
1375.  47  LEd.2d  668  (1976).  See  genenlly 
note  23.  supra. 

21.  Thiele  relied  on  the  rationale  of  ICsrdon  v. 
Nstienal  Gypsum,  69  F.Supp.  512  (E.D.Pa. 
1946)  and  rtsehmMii  v.  Rsythtoa  Msnufsctur- 
ing  Co..  186  F.2d  783  (2d  Or.  1951).  i.  e..  a  tort 
theory  of  recovery,  as  a  basis  for  implying  a 
private  cause  of  sction  under  1 10(b).  Defend- 
anu  argue  tiiat  recem  decisions  rejecting  the 
fC^rdbn-flschmnn  rationale  effectively  overrule 
ThMr  and  itt  progeny.  However,  given  the 
Supreme  Court's  acknowledgmem  of  the  exist- 
ence of  s  §  10(b)  cause  of  action.  Cinnon  v. 
Unh^ersity  of  CMcsfo.  suprs.  at  1955  n.13.  as 
well  as  the  acceptance  of  the  JCs/don-fXsdbman 
rationale  in  Blue  Oi^  Stamps  v.  Msnor  Drug 
Stons,  421  U.S.  723,  95  S.CL  1917.  44  L.Ed.2d 
539  (1975).  and  Ernst  A  Ernst  v.  MocMWdfr. 
supra,  the  defendant's  position  must  be  reject- 
ed. See.  Hoss  v.  A.  H.  JloOMns  Co..  607  T2A 
545  (2d  Or.  1979)  (s  poot-Csnnon  affinnation 
of  the  appttcabiUly  of  the  fCsrvfon-nschman  rs- 
tionale  in  the  context  of  1 10(b)). 


181  F.Sttpp.  at  419.0  Aceord,  Buvn  v. 
CommerdMl  IndustriMl  Bank  [1979]  Fed.Sec 
LRep.(CCH)1 96326  (S.D.N.Y.1979);  Con- 
neetieut  MutuMi  Ufe  laaunnea  Co.  v. 
Suelda»  suprs;  Groenwieb  Savings  Bank  v, 
ShMda,  suprs;  fiaron  v.  Shkkb,  aupra; 
compare  8  Loss  SeeuntMs  Regulation  1778- 
91  (2d  ed.  1961)  and  6  Loss  Sscuntiso  Regu- 
lation 3917  (19G9)  with  U  Bromberg  Sscu- 
n'ties  Law:  FnudSEC  Rule  lOb-^  f  2- 
4(2X3)  (1977); "  ef.  Weber  v.  C  M.  P.  Corp., 

291  F2d  270.  272-74  (9th  CIr.  1961).  sett  forth 
four  possible  constructions  of  |  10i(b)  and  ex- 
plains the  dtfTicuities  presented  by  each  one: 

(1)  As  permitting  no  dvil  actions  to  either 
buyer  or  seller  on  the  ground  that  the  1933 
and  1934  acu  were  too  closely  drsfied  to 
permit  the  inference  of  any  private  remedies 
in  addition  to  those  expressly  provided  in 
sections  11  and  12  of  the  1933  ad.  and  sec- 
tions 9(e).  16(b)  and  18(a)  of  the  1934  act 
But  under  such  s  construction  defrsuded  sell- 
ers are  given  no  dvil  remed>'  under  either 
act,  which  seems  inconsistent  with  the  all- 
embradng  scope  of  the  legislation  and  re- 
quires that  an  unexplained  distinction  be 
drawn  between  buyers  and  sellers. 

(2)  As  permitting  sellers  but  not  buyers  to 
sue  under  the  rule.  thereb>-  giving  both  buy- 
ers and  sellers  a  dvil  retned>'  but  limiting 
that  of  buyers  to  the  remedies  pro\idcd  in  the 
1933  act.  But  this  seems  inconsistent  with 
the  fad  that  section  10(b)  and  rule  ldb-5  are 
expressly  applicable  to  buyers  as  welt  as  sell- 
ers. Moreover,  there  seems  to  be  no  good 
reason  why  Congress  would  wsnt  to  restria 
buyers  to  the  limited  remedies  provided  in 
the  1933  aa,  while  gixing  sellers  an  unre- 
stricted dvil  remed>'.  The  con\'erse  infer- 
ence-HJrawn  by  reading  the  restrictions  of 
the  1933  act  which  apply  only  to  buyers  as 
applicable  also  to  sellers  under  the  1934 
act— would  constitute  judicial  rewriting 
which  even  appellees  concede  would  be  too 


I.  Professor  Loss  points  oui  the  anomalies 
aied  by  the  implication  of  a  private  right  of 
action  under  f  10(b).  but  fails  to  acknowledge 
the  anomalies  created  by  other  possible  inter- 
The  Ninth  Circuit  in  £Zlis  v.  Cvter. 


(3)  As  permitting  buyers  as  wett  as  sellers 
to  sue  under  the  1934  act.  but  to  make  bu>'- 
ers'  actions  thereunder  subject  to  the  same 
restrictions  as  provided  for  them  in  the  1933 
act  This  avoids  the  anomaly  of  giving  the 
buyer  a  less  restricted  remedy  under  the  1934 
act  than  he  has  under  the  1933  act.  In  effect, 
however,  it  is  the  same  as  giving  Mm  no  right 
under  the  1934  act,  leaving  an  unexplained 
distinction  between  buyers  and  sellers  as  not- 
ed sbove. 

(4)  As  permitting  buyers  as  well  as  sellers 
to  sue  under  section  10(b)  and  rule  IOI>-5 
without  any  distinction  whatever,  free  of  the 
restrictions .  imposed  under  the   1933  act. 
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242  r  Juppi  m  (&DJ<.Y.1M6)." 

In  tlM  pNMiit  HtigBtioB.  tlM  plaintifri 
•Ikft  that  tht  eomiiMfeial  bulla  and  bro- 
ktragt  firm  tngigvd  is  a  oompinqr  to 
daf rand  tlM  purehaaan  of  Naw  York  City 
boodiaadBotoa.  Tha  lanfvaga  and  kffsla- 
tiva  Uftoiy  of  f  10(bX  aa  waH  aa  tlM  lafal 
prMtdaaU  noocniiiBf  an  iaipUad  privata 
lamady  on  hahalf  of  tlM  dafkmudad  purdiaa- 
an,  support  tht  oondmioB  tha|  f  10(b)  ap- 
pliaa  to  monidpdl  Mcuritiaa  and  ta  tht  v»- 
darwrittrawhoaaDtham.  Tha  undarwritar 
and  taOar  daf tndanU*  flWtiMi  to  diamiM  tha 
f  10(b)  eauit  of  aeUon  aa  a  than  b  aooord- 
ingly  daniad. 


a  The  AppikMbaity  of  §  10(b)  to  MuBid' 
palatum:  Tho Gty ^ ff^w  York  and 
hiOffidak 

(7]  Ob  ita  notioai  to  dimiMa,  tht  Gty 
fint  ooatandi  that  f  10(b)  doai  not  apply  to 
monidpalitki.  Although  I  havt  eondudcd 
that  f  10(b)  axttods  to  tnutaeCMBf  ia  mo- 
Bkipal  laeuritiat,  I  abo  eondudt  that  u 
-paraaa"  ii  dafinad  in  tha  1934  Act,  liabflity 
uadar  f  10(b)  doai  not  raaeh  a  mimicipal 


IMt 


tat  tta  viityt  of 

a  cMI  vMMdy 


tto  flunt 
wMch  it  flvto  10  itlltn.  no 


to  tmi  ilMHi  difitrinily.  Butthte 
liaa  It  ttytag  la  tffta  ital  tto  practtforai 
fwuieiiOM  wMch  ConfTiat  canAilly  provM- 
ad  IB  tto  1933  act  wfth  rtfBfd  to  a  buyar's 
dvfl  raenady  ware  oamplaiaiy  milUlM  or  if 
noiad  by  Canfraaa  a  yaar  laiar  la  fMnt 
buyara  an  uaiaathctad  dvtt  raenady. 

la  Mactoaon  (v.  >lnn0ni8C  284  F^  670 
(Ml  Or.  laeO))  wa  adopiad  tto  fouith  of 
ttoaa  ahcmativit.  Wa  aow  tdterv  to  ttat 
dctarmiaation.  Racognixlag  tto  aaomtty  In- 
torant  ttorain.  as  noted  tbova.  wt  coasider  it 
tto  moat  Mcapttbia  of  tto  four  poasibto  al- 
taniativtt.  h  0vta  coatroUiaf  wtight  to 
wtot  srama  to  tave  been  tto  dominant  policy 
of  ConcrvM  to  provide  complcta  tnd  effac- 
tiva  nnctions,  pubHc  and  private,  wtth  re- 
tpaci  to  ttodmiaaand  oNifttnni  knpoead 
under  tto  two  acta.  It  requirai  ao  variance 
la  procadurea  under  tto  1934  act  aa  between 
buyer  and  teller,  ao  reaaoa  appearinf  why 
Caivaaa  would  tave  wanted  tto  procadurea 
tetedllfarenL  Wbile  tt  aaaumea  ttot  Con- 
yeet  ia  1934  undM  what  11  caraAdly  dM  ia 
1933.  a  avoidi  judki^  rewrttiaa  of  tto  ISM 

eidylattol«S3aGL  Aabcti 
wWch  deal  wMi  tto  problem,  a 


Aklwuili  tto  court  taes  on  to 

or  actioa  under  §  10(b)  could  to  omp 
waiwut  a  abowing  oT  acfeacar.  a  view 
by  tto  Supreme  Court  In  Emm  A 
Bnm  r.  fiocafcldar.  aivra.  tto 
puRhaaen  abouM  to  entitled  to 
I  tO(b)  ia  conaiateHt  ia  a  oltor 

bi  tMt  drcnit.    Sca^  e  #,  SEC  v. 
aOl  ^.ad  833.  864  Od  Or. 


Soetion  10(bX  and  Rula  10b-«  promulgai- 
od  thortundar,  naka  it  iwlawfol  for  "aoy 
panon"  to  ongaft  in  fraud  in  tha  aalt  or 
parehaia  of  "any  aaeurity."  At  tht  timt  of 


1866).  etft  danterfaubnom.  Coacca  v.  SEC  394 
U.S.  876.  88  S.CL  I4S4.  22  LEd2d  796  (1969) 
(Friendly.  J.  concuntag);  FOrman  v.  Comwunt- 
ty  Sirvfeaa  tec.  900  F^ld  1246  (2d  Or.  1874) 
iw¥'d  an  oOmgroundt  tub  aom.  IWlctf  Mwf- 
av  Fbandbtion  v.  FOnnan.  421  VS.  837.  95 
S-CL  2061. 44  LEdJd  621(1979).  OR  Weber  v. 
CM.  P.  Corp.,  242  F.Supp.  321  (S.aN.Y.1965) 
(critidaiiv  tto  EBia  court  for  not  requiring 
KlaMm'  tai  f  10(b)  actions). 

S.   in  Afua  CMp  Slao^  V.  Manor  On«  Slom 

M^ra.  tto  Court  left  open 

tto  question  of  wbettor  an  tanplied  action 

under  1 10(b)  of  tto  1934  Act  and  Rule  IOb-5 

will  to  for  actions  made  a  vioUtion  of  the 

1933  Act  and  tto  aubicct  of  express  dvU 

remedies  under  tto  1933  Act   Compare  Ro- 

mnberg  v.  Gtote  Aircraft  Corpi.  90  F.Supp. 

123  (E.D.Fa.1946).  wHh  TMdr  v.  ShieMl  131 

fSav?-  416  (SJ>.N.Y.19S5). 

ML421U.&at7S2a.lS.95Sa.atl933.  Since 

TMale  tto  lower  federal  courta  have  unani- 

an  impbcd  cauae  of  actioa 

I  10(b)  bi  favor  or.purcbaaera  alleging 

Araud.  aa  oppoeed  to 

inttoaaleor 

tto  more  ttberal 
I  10(b)  to  a 
fril  wHtain  tto  ex- 
of  tto  1933  Act.  bat  not  been 
foOowod  in  tMa  drcuiL  Sre  genetafly  1  Brom- 
berg.  Sacuritfca  Lam:  Firaud  SFC  Attir  IOb-5 
I  2.4C2)  n.76  fWMwtifig  v.  Gtoto  Aircnft 
Ganpk  .  .  .  can  no  longer  to  regarded  as 
valid.'T.  H  is  inconceivable  that  Conr«ss  in- 
to lubjtct  tto  defranrtJHg  party  in  tto 

Nder  I  12(2)  of  tto  IS33 
tto  wrongdoer  in  tto  af- 
to  tto  HIM  tit  If  a  lit  of 
under  §  10(b)  of  tto  1934  Act 
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tJie  events  in  nist,  and  prior  to  its  amend- 
mtnt  on  June  4, 1975,  f  8(aX9)  of  the  1984 
Act  defined  "person**  as  follows: 
The  ton  "person**  means  an  individual,  a 
corporation,  a  partnership,  an  association, 
a  joint-stock  oompany,  a  business  trust,  or 
an  unincorporated  organization. 

1984  Act,  ch.  404,  I  8(aX9X  48  Sut  882. 
This  definition  of  ''person'*  does  not,  by  its 
tsms,  apply  to  municipalities,  sUtes  or  the 
federal  fovemment**    Nor  can  such  enti- 
ties be  included  by  implication.    This  is 
dear  from  a  comparison  of  f  8(aX9)  of  the 
1984  Aetwithf  2(2)  ofthel983Aet,15 
U.&C  f  77b(2),  in  which  Congress  expnesly 
included  governmental  entities: 
The  term  'person*  means  an  individual,  a 
corporation,  a  partneiship,  an  association, 
a  joint-stock  company,  a  trust,  any  unin- 
corporated organisation,  ot  a  govemmeat 
or  palitkMl  mtbdivmoa  tihcreof." 
(Emphasis  added.)    Morsover,  in  June  of 
1975,  Congress  found  it  necsssaiy  to  amend 
f  8(aX9)  to  expressly  include  a  "govern- 
ment, or  political  subdivision,  agency,  or 
instnimentaUty  of  a  government**    Pub.L. 
Na94-29,  f  3,  89  Sut  97  (1975),  16  UAC. 
f  78c(aX9)(1977Supp.X  Thus,  the  omission 
of  exprsss  reference  to  these  entities  in 
}  a(aX9)  of  the?1934  Act  refleeU  a  decision 
jBot  to  include  governments  within  that  sec- 
tion. 

[8]  While  the  plaintiffs  and  certain  de- 
fendanU  argue,  nonetheless,  that  the  dif- 
ferenoe  between  the  defraition  of  "person** 
in  the  1984  Act  and  the  1938  Act  are  merely 
"stylistic'*  the  legislaUve  history  and  sUtu- 

84.  Akhouth  ihe  pUintiffs  and  underwriter  de. 
fendwns  argue  Um  the  tern  "coiporatioa"  la 
I  3<aX9)  covers  municipal  corporations,  that 
poeHioa  is  wholly  Inconsistent  wtth  the  legisla- 
tive history  of  the  1934  Act  As  discussed 
above,  the  draftsmen  of  the  1934  Act  ware 
exueiuely  concerned  with  mahitaining  a  bal- 
anced treatment  of  geveramental  entities.  The 
MMuiery  construction  urfed  by  these  perties 
would  hnpute  to  Congress  an  tatent  to  sub^ 
■Mmidpalities  to  f  10(h)  UabiUty.  while  stawtea- 
Mouely  excluding  states  and  the  IMeral 
from  those  provisions.  This 
is  simply  unsupportaMe. 


toiy  framework  of  the  securities  laws  con- 
tradict this  view.    Regulation  of  govern- 
mental   instrumentalities    was    carefully 
avoided  in  both  the  1983  and  1934  Acts. 
Congrsssional  reluctance  to  subject  govern- 
mental issuers  to  the  civil  liability  provi- 
sions of  the  securities  laws  is  deariy  ex- 
pressed in  the  House  Report  accompanying 
the  1938  Act  There,  the  House  Committee, 
explaining  the  reasons  for  the  }  8(aX2)  ex- 
emption for  governmental  issuers,  stated: 
Phragraph  (2)  exempts  United  Sutes, 
Territorial  and  StaU  obligations,  or  obli- 
gations of  any  political  subdivision  of 
these  governmental  units.  The  term  "po- 
litical subdivision**  carries  with  it  the  ex- 
emption of  such  securities  as  opunty, 
town,  or  municipal  obligations,  as  well  as 
school  district,  drainage  district,    .     .     . 
The  line  drawn  by  the  expression  'politi- 
cal   subdivision'    corresponds    generally 
with  the  line  drawn  by  the  courts  as  to 
what  obligations  of  Sutes  their  uniu  and 
instrumentalities  created  by  them,  are 
exempted  from  Federal  taxation.     By 
sueft  a  de/iiieation,  Btiy  eonstituthnMl  dif" 
fhultm  thBt  might  Miise  with  reference 
to  the  ijic/usjbn  of  stMte  Mnd  munieipAl 
obiigutiotts  Mre  Mvoided. 

H.R.Rep.No.85,  73d  0>ng.,  1st  Seas.  14  (ac- 
companying H.R.  5480)  (emphasis  added). 
These  same  constitutional  limitations,  real 
or  imagined,  upon  0>ngress's  authority  to 
subject  governmental  issuers  to  the  regula- 
tory scheme  were  an  obvious  factor  leading 
to  the  exemption  of  such  issuers  from  §  5 
and  §  12(2)  of  the  1933  Act."    One  year 

2S.  By  virtue  of  17  CF.R.  1 24O-0l(b).  the  defi- 
nition of  "person"  to  f  3(aX9)  applies  to  Rule 
lOb-S.  17CF.R.f  240.10b-5. 

2S.    Section  17(a).  IS  U.S.C.  f  77q(a).  is  the  only 

provision  of  the  1933  Act  to  which  the  1 3(aX2) 

exemption  for  governmental  issuers  does  not 

epply.   It  provides  that: 

(a)  It  shaO  be  unlawful  for  any  person  in  the 

offer  or  sale  of  any  securities  by  the  use  of 

any  means  oi'  Instrumenu  of  transporution 

in  interstate  commerce  or  by  the  use  of  the 

mails,  directly  or  indirectly^ 

(1)  to  employ  any  device,  scheme,  or  artifice 
todcAraud.  or 

(2)  to  obtain  money  or  property  by  means  of 
any  untrue  sutement  of  a  material  fSct  or 
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kttr,  afltr  Airthtr  iMiring^oii  Um  oooftl- 
toUonal,  politial  and  •cotioink  impact  of 
.Kgulatiom  affaeUiif  govtmmmul  mm&n, 
CongTHi  eontiniMd  to  bt  of  Um  mom  viov 
and  oxomptod  tramactioiit  in  govomnoni 
obligatioai  from  e«lain  provisioM  of  tlM 
1984  Aet«  Tha  daTmition  of  '■panoa"  in 
tlM  1964  Aet,  oparatinf  aa  it  doai  to  ramova 
ffavanimaota!  imtraoMntaHtiai  from  tha 
dvfl  Uabflity  praviiioaa  of  f  10(bK  limply 
furthan  tlM  Congrmiinwil  polky  ai^ 
Domioad  in  tlM  1938  Ad 

[9]  This  aoalyiis  ia  mit  ineoeaiaiaiit  with 
my  aarliar  oondoiioB  that  Congrm  intaiid- 
ad  iindarwriian  and  tallari  to  ba  liabla  u»- 
dar  f  10(b)  for  thair  own  indapandant 
frmodulant  oondoet  in  connaction  with  mu- 
nicipal ioeuritiaa.  Tha  undarwritar  dafaad- 
anta  argua,  by  analogy,  that  tinea  f  12(2)  of 
tha  1938  Act  axcmpti  both  municipal  ia- 
tuan  and  vndarwritan,  any  axamption  for 
municipal  imuara  undar  f  10(b)  of  tha  1934 
Act  nacemarily  extendi  to  undarwritan. 
Tha  underwriten  cannot  claim  a  "dariva- 
tiva  immunity"  nich  aa  that  affordad  un- 
darwritan undar  f  12(2)  of  tha  1938  Act 
It  ia  tnia  that  the  (iDngreiaional  protection 
affordad  governmental  iaraen  under 
f  12(2)  amilariy  ihieldi  underwriten  from 
liability  for  negligent  misrepraentatiooB  or 
omiiaionB.  However,  f  12(2)  exhibiti  noth- 
ing more  than  a  Congrmional  intent  not  to 
impoae  the  ditdoaura  burden  of  f  5  of  the 
1938  Act  OB  governmental  imuan,  and  not 
to  shift  that  raqwnsibaity  to  tha  underwrit- 
en of  governmental  obUgations.    By 


tnat,  fai  I  UKb)  of  tha  1984  Act,  Caagnm 
daariy  faitandad  to  diffarantiata  between 
tha  govemmental  faraar  aa  tha  one  hand,^ 
and  mderwritin  and  aaRan  aa  tha  other. 
Although  tha  debate  aa  tha  1984  Act  re- 
vaala  bo  avidaaaa  of  a  Cangnarional  con- 
aara  with  f nud  aa  tha  part  of  governmen- 
tal isBuan,  tha  same  cannot  ba  said  of  (}on- 
grass'  attltttda  toward  othen  doing  bosinea 
in  municipal  securities.  As  observed  eariier 
ia  the  dbcussiaB  aC  tha  aeope  of  f  10(b). 
CommissioBar  Landis  taatifiad  before  Con- 
grsss  that  soma  saRan  of  municipal  bonds 
had  defrauded  tha  investing  public  House 
Hearings  mipn,  at  887."  Congrsss's  dad- 
sion  to  subject  underwritsn  and  sellen  of 
municipal  securities  to  dvil  liability  under 
f  10(b)  for  their  own  f^udulent  conduct 
understandably  foQowad. 

[If]  Next,  H  has  been  argued  that  Gon- 
grsss,  k^  rsdaflning  "perMO**  to  iadnde  a 
municipality  ia  tha  1915  Araandmenta  to 
1984  Ada,  merely  made  explicit  what  had 
aS  akmg  been  the  eaaa.  Tha  legislative 
history,  however,  compels  tha  oppoaite  con- 
clusion.* Although  (iongrea  sought  to  aa- 
tablish  a  regulatory  scheme  for  the  munici- 
pal securities  nmrket  by  tha  adoption  of  the 
1975  amendments,*  what  Commissioner 
Landis  referred  to  aa  "obvious  political  rea- 
sons'*  again  lad  Coogrsss  te  regulate  monie- 
ipal  securities  dealen  but  te  exempt  the 
municipalities  themsdvas.  Concern  that 
"even  if  rsgulation  wera  limited  to  dealers, 
it  would  inevitably  have  eonsaqueneaa  for 


any  cmitsion  to  sute  a  aiatartal  feet 

•ary  in  order  to  nekt  tlic 

ia  Che  Hght  of 

tlity  were 

(3)  to  eofaae  ie  any  tramacbon,  pcactiee  or 

couree  of  buiiiMM  whidi  opefBUt  or  would 

operate  as  a  fraud  or  deoeK  upon  the  pur- 


XT.   See  note  10, 


ttolT 


Hiis  section  does  no  oiore  dian  provide  a 
for  criminal  pioieculioii  and  SEC 
preceedinge.  See  diecusalon  of  §  17(a) 
The  conetittttionallty  of  SEC  cnforeemei 
cions  againel  municipal  iseoert  pursuant  10  tMa 
Mcuon  nas  noi  yei  otvn  com  mn*uiy  ma^ 
Hailed  Sat  Ckyee  mitodMphie  v.  SEC  434 
F.Supp.  281  (E.D.Pa.1977).  appeaf  dEamiiscrf 
Ibr  warn  cfjuriadicaoa,  434  VS.  1003. 98  S.CL 
707.  S4  LEdJd  748  (1978). 


TIM  letiiiailve  Matery  of  ifee  I87S 

loet  noi  fcwal  whal  was  on  lae  minds 
oTIetfelaton  in  1994.  At  beat,  il  ia  cvMcDce  of 
what  the  197S  COmuM  underetood  about  the 
opcretien  of  the  1994  Act 

Il  Tne  197S  Amendhnents  added,  among  other 
thinci.  provfeions  for  the  eetabUshmcnt  of  the 
Municipal  Securities  Rulemaking  Boaid  a  reg* 
idatocy  mechanism  for  dealen  in  municipal  se- 
ciMtiaa.  See  |  ISB  of  the  1994  Act.  15  U.S.C 
I780-4. 


92 


■men."**  prompted  tlM  adoptimi  <if  the 
Tower  Amendmeiits.    These  amendmenU 
tttempted  to  limit  the  "eoUatertl  effect**  of 
the  1975  Araendmeiiti"  oa  iMuen  in  the 
following  way: 
(dXl)  Neither  the  Commiisioa  nor  the 
Board  it  authorised  under  this  chapter,  by 
rule  or  regulation,  to  require  any  issuer 
of  municipal  securities,  directly  or  indi- 
rectly through  a  purchaser  or  prospective 
purdiaser  of  securities 'from  the  issuer,  to 
file  with  the  Commission  or  the  Board 
prior  to  the  sale  of  such  securities  by  the 
issuer  a^y  apidieation,  report,  or  docu* 
meat  m  connection  with  the  issuance, 
sale,  or  distribution  of  such  securities. 
(9  The  Board  is  not  authorised  under 
this  chapter  to  require  any  issuer  of  mu- 
nicipal securities,  dirsctly  or  indirectly 
through  a  municipal  securities  broker  or 
municipal  securities  dealer  or  otherwise, 
to  furnish  to  the  Board  or  to  a  purchaser 
or  a  prospective  purchaser  of  such  securi- 
ties any  application,  report,  document,  or 
information  with  respect  to  such  issuer 

•  •  V  • 

15U5.C.f  TSo^d).   The  aim  of  the  Tow- 
cr  Amendments  was  to  insure  that  the  1934 


SI.  Dot>'  ft  Pttenen.  The  F^denl  Secuhtiet 
Laws  and  TranaaakMS  in  Municipal  Securities, 
71  N.W.U.LRev.  283.  345  (1970)  (hereinafttr 
"Tranaaaions  in  Municipal  Securities  "). 


XL  S.Rcp.Na9^7S.  94Ui  Cong..  Itt  Sms.  44 
(1975).  reprinted  in  [1975]  U.S.Code  Cong,  ft 
Admin.Ncwi,  pp.  179.  222. 

33.  Many  comintnutors.  including  those  relied 
upon  by  the  movants,  have  conduded  that  the 
1975  Amendmenu  subjea  municipal  issuera  to 
amiftaud  liability  under  |  10(b)  for  the  fir« 
time.  See  Schwartz,  Municipal  Bonds  and  the 
SrcuriciM  Laws:  Do  Investors  Have  An  Inh 
pUed  Private  Remedy.  7  Securities  Regulation 
Law  Journal  119  (1979);  Note.  Federal  Secure 
tJes  Fraud  Liability  and  Mui^cipal  Issuers:  Im- 
pUcatioa  of  National  League  of  Cities  v.  Usery, 
77  CohmLLRev.  1064  (1977):  Doty  ft  Petersen, 
Transactioits  in  Municipal  Securities,  supra. 

In  1976  Smator  WiUiams  introduced  S.  2999 
to  retolv*  the  iaiue  of  dva  liability  of  munici- 
"«!  issuers  and  underwriters.  In  his  testimony 
on  that  bin.  Professor  Doty  offered  the  follow, 
ing  oKptenation  of  the  effect  (and  purpose)  of 
the  1979  Amendments: 

It  is  importam  to  realise  that  Rule  lOb-S 

became  expttdtly  applicable  to  municipal  se- 

curtiiee  iaeusrt  only  last  year. 


Act  (as  amended)  would  not  *Hamper  in  any 
way  with  prerogatives  of  state  and  local 
governments  in  their  sale  of  securities.'* 
121  Cong.Ree.  6188  (1975)  (remarks  of  Sena- 
tor WilliamsX  Thus,  in  1976  Omgress 
merely  ratified  the  approach  taken  in  1984 
with  respect  to  municipal  securities.  It 
chose,  again,  for  possihly  "obvfous  political 
reasons,"  to  exempt  municipalities  them- 
selves from  regulation  while  subjecting  oth- 
en  in  the  municipal  securities  market  to  the 
Act's  regulatory  scheme. 

The    legislative    history    of    the    1975 
Amendments  to  the  Exchange  Act  is  nott 
silent  on  the  question  of  the  applicability  of 
the  antifraud  provisions  of  the  securities 
laws  to  municipal  securities."   However,  as 
the  following  comment  from  the  Senate 
Report  indicates,  the  record  is  somewhat 
ambiguous: 
The  Committee  is  mindful  of  the  histori- 
cal relationship  between  the  federal  secu- 
rities laws  and  jssuen  of  municipal  secu- 
rities.  Apart  from  the  gnieral  antifraud 
provisions,  municipal  securities  are  ex- 
empt from  all  substantive  requirements. 

S.RepJ^o.94-75  at  44,  U.S.O)de  0>ng.  it 
Admin.News  1975,  p.  221.    See  also  id.  at 

Acu  Amendmenu  of  1975  added  to  the  defi- 
nition of  "person"  a  "government,  or  political 
subdivision,  agency,  or  instrumentality  of  a 
government"  This  definition  is  incorporated 
into  Rule  lOb-5  by  Commission  Rule  0-l(b). 
The  Commission  evidently  takes  the  position 
that  this  amendment  was  only  for  clarif>lng 
purposes,  since  it  was  ignored  in  Securities 
Exchange  Act  Release  No.  1 1876  (November 
26.  1975).  in  which  the  Commission  referred 
to  past  applicability  of  Rule  lOb-5. 
This  position  may  or  may  not  be  accurate. 
The  Committee  Report  on  S.  249  mentions 
the  change  as  an  amendment,  but  does  not 
say  it  is  only  for  clarification.  S.Rep.No.75. 
94th  Cong..  1st  Sess.  90  (1975).  For  years, 
the  definition  of  "person"  included  "corpora- 

-  tions."  but  said  nothing  of  "municipal  corpo- 
rations." This  is  significant  As  indicated 
below  in  the  discussion  of  sovereipi  immuni- 
ty issues,  the  Supreme  Court  has  required 
specific  reference  to  state  and  local  govern* 
mems  before  holding  them  subjea  to  other 
legislation. 

Hearings  Before  the  StAcommittee  on  Securi' 

ties  of  the  Senate  Committee  on  Banking. 

Housbig  and  Urban  Affairs  on  S.  2969  and  S. 

2574.  94th  Cong..  2d  Sess.  311  (1976). 
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45.**  Fint,  tMi  lUttnMnt  mtrriy  eoaflnm 
that  f  10(b)  wai  intndtd  to  «ovtr  tnnue- 
tioof  in  muBidptl  Meiiritki.  8«ooiid,  u 
duaiM<d  uift«,  thb  lUUment  aeeunloly 
raflMti  tht  faet  that  f  17(a)  expmily  lub- 
jaetad  muaidpal  km&n  to  tlM  iqjuneUira 
and  crimtna]  prorisioiii  of  tlM  1988  Act 
Sm  Pnpomd  AmmdrnmU  to  tb9  S^nuitm 
ExehMnr  Act  of  Mi:  Hsarlngw  obS.S49 
Bofon  th§  Suboommittoo  oa  Soemtki  of 
th§  Sottoto  Committor  on  Bonking,  Hooting 
Mid  Urbott  Afftuw,  Mth  Cong..  1st  SeaL 
476-19  (1975).  Whatavar  affaet  the  1975 
Amandmaiita  may  haip«  had  on  the  amana- 
bility  of  fovarnmantal  knon  to  chril  liabili- 
ty under  f  10(b)  in  futurt  lawiuita,*  noth- 
ing in  tha  kgiilativa  hittofy  of  thoM 
AratndmanU  indicatet  that  prior  to  thoir 
anaetnant  f  10(b)  was  maant  to  give  risa  to 
a  privata  eausa  of  setaon  against  a  govam- 
mantal  issuer. 

0>ntrary  to  the  plaintiffs*  oonUntion,  the 
Second  Qreuit  in  ForHlkn  v.  Community 
Sorvion,  /oc,  500  F.2d  1246  (2d  Cir.  1974X 
tor'd  OB  othv  groundi  nb  oom.  Unitod 
Houmng  Foondotion  v.  Fomiafl,  421  U.S. 
887,96&a  2051. 44  LEd.2d  621  (1975)  did 
not  have  before  it  the  question  presented 
here.  In  Fonnan,  the  plaintiffs,  porehasan 
of  shares  in  a  New  York  StaU  financed 
eooperative  apartment,  brought  suit  against 

U.  A  ycer  after  the  passage  of  the  197S  Amend- 
ments there  was  still  debate  over  whether 
thoae  amendments  did  anything  other  than 
clarify  the  SECs  auihortty  to  investigate  mi>- 
nidpal  issuers.  See  Hgaringi  Beltorr  Che  Sub- 
eoaumttee  on  Qmaumer  PnteeUoo  and  Ft- 
nance  olthaHouaa  of  Rtprt$entativ9a  ConunH- 
tat  on  IntentMe  and  Foreign  Commerce  on 
H.R.  13205,  H.R.  I053X  H.R.  10530,  UK.  1000$ 
end H.R.  11534,  Mth Cong.Sd  Scss.  26 (1976) 
(Statement  of  SEC  Commissiooer  Philip  A. 
Loomis.  Jr.):  Heertnga  BelOre  the  Subcoamdi- 
tee  on  Securitiee  ot  the  Senate  Coaunittee  on 
Banking,  Housing  and  Urban  Atteirt  on  S.  2969 
and  5.  2574,  94th  Cong.,  ad  Sess.  IS.  23-23 
(I97Q)  (Sutement  of  SEC  Chaiiman  Hills). 
See  eleo  nou  33.  aur^  Cf.  SEC  Release  Ma 
34-11876  (Novem^  JO,  I97S). 

SS.  This  court  also  need  not  decide  whether  the 
197S  Amendmenu  to  |  3<aX9)  of  the  1934  Act 
reflect  a  Congressional  intern  to  subject  state 
and  local  fovemmenu  to  federal  securities  reg- 
ulation.  CT.  EkMrnan  v.  ioridBn.  4IS  US.  691. 
94  &CL  1347.  39  LEdJd  662  (1974):  Emplor- 


several  corpwrnta  defendants  under  §  10(b) 
of  the  1984  Act  and  }  ITCa)  of  the  1988  Act 
Significantly,  the  plaintiffs  also  sought  to 
rscover  damages  from  the  New  York  SUte 
Housing  Finance  Agency  and  the  SUte  of 
New  York  allaging  ndMooo  of  42  U.S.C 
f  1988  arising  oat  of  the  same  conduct 
which  gave  risa  to  the  1 10(b)  daiffls  asMri- 
ed  against  the  other  defendants.  Thus,  the 
Formaa  court  had  no  oceasioa  to  consider 
whether  }  10(b)  applied  dirscUy  lo  govern- 
mental imoan." 

WhOa  Fomafl  did  not  have  the  question 

before   it,  eouru  that  have*  cooaidered 

whether  }  10(b)  extends  to  monicipalitias 

agrse  that  it  does  not    Pecisioni  in  the 

Second  Oreuit  and  in  this  district  have  ac- 

knowiedged  the  fact  that  the  definition  of 

"peffaan"  fai  f  8(a)(9)  of  the  1934  Act  did  not 

include  munidpaKties.    In  Moaaff  r.  Oa- 

portmtnt  of  Sodoi  Sorviom  oftboGtyof 

Now  Yorik,  582  F.2d  260  (2d  Or.  1976),  rsvV 

OB  othat  groondM,  4S6  U.S.  668,  96  &Ct 

2018.  56  LEkl.2d  611  (1978)  the  court,  in  a 

footnote,  obeerved: 

(T]he  definitfon  of  "person"  in  }  8(aX9)  of 

the  Securitiai  Exchange  Act  cf  1984  did 

not  include  governmental  agendas  until 

the  1975  amendmenu  of  }  8(aX9)  ... 


fM  V.  OvpartnMiif  of  Public  HeaMb  A  WWArr. 
411  U.S.  279.  93  S.CL  1614.  36  LEd3d  251 
(1973).  See  Testimony  of  Prolrssor  Doty,  note 
34. 


Ol  The  fbraian  court  dM.  however,  riiiect  the 
Slate's  attempt  to  interpose  the  docirloe  of 
sovereign  Immunity  as  a  bar  to  a  daim  against 
a  arising  out  of  the  sale  of  securities.-  SOOFJd 
011256.  TiM  court  supportt  itt  eonchisiett  that 
New  York  Sute  had  wahfcd  itt  sovereign  im- 
munity by  wfenring  to  the  legisiaiive  history  of 
the  1933  Act  900  F.2d  at  1397.  The  ascikm 
rcfemd  to  by  the  court.  KR.KepJ«toJS.  73d 
Cong.,  lai  Seas.  U  (I9M).  merriy  noted  that 
the  term  '*penon*'  la  the  1933  Act  is  broed 
enough  to  embrace  atttcs  and  lecai  govcni- 
menu  and  their  hMlrumentaliaea.  Ihaisaciion 
of  the  House  Report  has  nothtag  whataoevor  to 
do  wtth  the  dvfl  liability  pfovisioos  or  the  1983 
Act  wWch  opressiy  ewhide  tovemmentalia- 
It  was  undoubtedly  sdectod  by  the  For* 
r  court  only  10  bolstar  itt  argumsnl  that,  for 

tbaendadtheregOte- 
tory  adieme  to  taidude 
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582  F^  at  263  ilS.  Two  rtoent 
eourti  exproaad  tht  aaiiw  vitw."  In 
GratiMiMJi  V.  Ootfajit  [1916-1977  Transfer 
BiBder]  Fed.Ste.L.Rep.  (CCH)  1 96.180  (S.D. 
N.Y.1976).  tht  eourt  dismiiMd  a  lawsuit 
brought  undtr  f  10(b)  by  tht  stUtn  and 
purehastrs  of  tht  stock  of  a  Canadian  eom- 
pany  against  tht  Provinet  of  Ntwfoundland 
and  Labrador,  and  tht  thrtt  hightst  offi- 
cials of  that  province.  While  a  suggestion 
of  immunity  filed  by  the  Suit  Department 
removed  the  individual  defendants,  the 
eourt  dismissed  the  government  defendanu 
for  lack  of  subject  matter  jurisdiction.  Af- 
tsr  explaining  that  governments  were  not 
''persons**  within  the  meaning  of  }  a(aX9). 
the  court  observed: 

.  .  .  it  is  dear  that  Congress  intend- 
ed to  exclude  governments  from  its  defi- 
nition of  "peraons**  in  the  1934  Act  It  is 
significant  that  the  earlier  Securities  Act 
of  1933  defines  *penon*  as  '.  .  .  a 
government  or  political  subdivision  there- 
of.' 15  U.S.C. }  77b(2).  The  defmition  in 
the  1984  Act  virtually  parallels  the  lan- 
guage, with  the  important  exception  that 
governments  are  excluded.  Congress  ob- 
viously intended  to  exclude  governments 
from  liability  for  violation  of  the  1934 
Act. 

Id.  at  90327.  According  to  the  Greejuipaji 
court,  the  language  of  §  3(aX9)  is  **clear  and 
unambiguous**  in  not  covering  governments. 
Any  other  interpretation  of  }  3(aX9)  would 
contradict  its  plain  meaning. 

An  identical  interpreUtion  of  }  8(aX9) 
was  reached  in  la  re  Equity  Fusing  Coip. 
of  AmeriBa  SecuntMS  UtigMthn,  416 
F.Supp.  161, 196  (C.D.Cal.l976X  There  the 
plaintiffs  asserted  claims  under  }  10(b) 
against  the  states  of  California  and  Jllinois 
and  various  state  administrative  agencies 
and  officials.  Those  defendants  were 
charged  with  aiding  and  abetting  other  de- 

97.  Earlier  decisions  holding  that  1 10(b)  applied 
to  transactions  in  municipal  securities  did  not 
consider  whether  |  3(aX9)  included  sute  or 
local  governments.  For  example,  neither  Bar- 
on V.  Shieidt,  supra,  nor  TfUth  v.  Shields,  su- 


fendants  in  the  commission  of  securities 
fraud.  After  reaching  the  conclusion  that 
the  definition  of  perwn  In  f  3(aX9)  dki  not 
indode  states  or  their  agencies,  the  court 
explained: 

It  could  hardly  bo  argued  that  'aider  and 
abettor^  liability  can  be  imposed  under 
}  10(b)  on  entities  not  within  the  scope  of 
prindpal  liability  under  the  sUtuU,  be- 
cause not  'persons'  under  }  8(aX9). 

Id  at  196.  The  view  of  the  Equity  Funding 
court  is  unexceptionable.  The  decisions  in 
Gneaspui  and  Equity  Funding,  at  well  as 
the  court's  reading'of  §  3(aX9)  in  Monell, 
are  In  agreement  with  this  court's  view  that 
the  draftsmen  of  }  3(aX9)  did  not  intend  to 
indude  govemmenta— municipal,  state,  fed- 
eral or  foreign— within  the  definition  of 
"person." 

Finally,  this  court  need  not  decide  wheth- 
er the  1975  AmendmenU  had  the  effect  of 
subjecting  munidpalities  to  the  dvil  liabili- 
ty provisions  of  the  1934  Act.  In  fact, 
testimony  before  (congress  a  year  later  sug- 
gests that  the  1975  Amendments  were  in- 
tended to  resolve  any  question  as  to  the 
SEC's  authority  to  act  with  respect  to  gov- 
ernmental issuers.  Cf.  Gty  of  PhilMdelphiu 
V.  SEC,  gupn.  It  is  significant  that  the 
same  Omgress  that  adopted  the  1975 
Amendments,  one  year  later  was  unable  to 
adopt— or  even  report  out  of  committee— a 
bill  that  would  have  provided  for  express 
dvil  liability  in  connection  with  munidpal 
securities.  See  Municipei  Securities  Full 
Diidcmire  Act  of  1976:  Hearings  Before 
the  Houae  of  Repreaentatives  Subeommit' 
tee  on  Consumer  Protaetion  and  Finance, 
suprs.  (congress  apparently  felt  that  grave 
political  and  constitutional  consequences 
flowed  from  subjecting  the  day-t»4iay  con- 
duet  of  munidpal  offidals  to  the  scrutiny  of 
the  federal  securities  laws.  For  example, 
expoeing  the  mayor  of  a  dty  to  strict  anti- 
'twid  liability  under  §  10(b)  for  otherwise 

pra,  even  recites  the  definition  of  "person"  in 
f  3(aX9).  Tliose  cases  cannot  be  said  to  have 
settled  the  meaninf  of  "person"  for  f  10(b) 
purposes.  Moreover,  in  Thiele.  the  iovcmmen- 
tal  issuer  was  not  a  named  defendant. 
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fMMnl  imnarki  nidt  durtaf  IB  tfUr^ia- 
av  ipMch  to  eoMtiUMBti  wwdd  bt  Ugldy 
^uMtkiiabk  and  wwdd  f ttadMntBUllj  al- 
tar tha  ralatiomlup  batvan  aladad  affl- 
dab  and  Um  alaelorata.  la  oqr  «piBioa» 
iatarjaetioB  of  tha  fadaral  laeuritiai  la«a 
iato  daariy  political  affaiia  of  local  fovara- 
BMBt  would  rqwaMBt  aa  aBwarraatad  ia* 
tnisioQ  iata  tlM  political  life  of  tlM  conmii- 
aity. 

[11]  Givaa  tlM  foragoiaf ,  tha  Oty  of 
Now  York  cannot  ba  bald  Uabla  aadar' 
1 10(b)  of  tha  1984  Act  aithcr  ac  a  priadpal 
or  ac  aa  aidar  and  abettor,  and  tht  cboi- 
plainU  againct  it,  to  tht  azttat  they  art 
baaed  oa  f  10(b),  art  dimiaaad.  Fiaally, 
ainee  the  complaiaU  aOega  that  Mayor 
Beame  and  Comptrolier  (Mdin  aetad  aoldy 
within  their  official  capadtiea,"  they  caa- 
Bol  be  held  individaally  liable  under  }  10(bX 
and  the  conplaiBta  aa  to  then  are  dia- 


m.    §17(M)aMimAgMia9ith§GtyafS€w 
York 

The  plaintiffa  argue  that,  evea  if  f  10(b) 
doea  not  apply  to  a  municipality,  a  private 
cauae  of  action  againat  the  Oty  exiata  un- 
der f  17(a)  of  the  1988  Act,  15  UAC 
f77q(a).  To reaoWe thia queation, one muai 
examine  the  aUtutory  frameworit  of  the 
1988  Act,  the  legialativa  hiatory  of  §  17(a), 
and  the  relevant  caae  law.  Sm  Cuumb, 
iupn,udReddingtoa,Mttpn.  Onthebeaia 
of  an  analyaia  of  thoae  aoureaa,  I  conclude 
that  the  plaintiffa*  complaint  againat  the 
Qty  under  f  17(a)  muat  alao  be  diamiaaed." 

[12]  Section  17(a)  of  the  1988  Act  muat 
be  viewed  together  with  the  expreaa  civa 
liability  pioviaiona  of  §  11  and  f  12(2)  of  the 
aame  Act  SectioB  11  deala  only  with  non- 
compliance or  faulty  compliance  with  the 

Ml  The  allegations  in  these  complaints  do  not 
suggest  that  either  of  these  individual  defend- 
ants "acted  either  outside  the  scope  of  Ms  re- 
spective office,  or.  if  within  the  scope,  acted  in 
an  aititrary  manner,  grossly  abusing  the  lawftil 
power  of  his  office.**    Scheuer  v.  Rhodes;  .4ie 


ragiatntioa  and  proapactua  reqtiirementa  ef 
fS.   By  contiaat,  §  12(9  of  the  1988  Act, 
iriiich  axpraaaty  eidudea  exempted  aacuii> 
tiaa  fram  ita  covarage,  apedfically  providei 
a  private  remedy  to  a  defrauded  iaveator. 
Qvaa  the  iatarralatioaahip  of  theae  aae- 
tiaaa,  Cengraaa  probably  did  aot  intcad 
1 17(a)  to  Avaiah  defrauded  invaatora  with 
a  further  baab  for  aiMrting  civfl  fiabOi^. 
8m  DottglM  4  Batea,  Fadena/  Saeuntiai 
iUC  48  Yale  LJ.  171  (1984)  CSectiea  17 
probably  doea  BOl  ealaffe  dvil  remediea  ef 
puiihMan    .     .    .    ainee  Saetioa  U  and 
12  expi  aaaly  atete  the  ramediea  whidi  art 
avaflaUa")!  8  Laaa,  Sacoritlaa  il«iilatMa 
1785  (2d  dl  196^  JanoingB  4  Manh,  St* 
ovftMi  Jt«BlaCkw  888  (4th  ad.  1977). 

TUa  iataipratetioB  of  the  atmetara  of  the 
1988Act,aadthen)leof§  17(a)  taithat 
fhuneworit,  ia  auf^portad  by  ito  kgialativt 
hiatory.  Pirat,  the  Houae  Report  on  the 
1988  Act  dearly  atetea  under  the  haadiag. 
"CMi  UabOitiea''  that  **aeetioaa  U  and  12 
cnate  and  deflAe  the  dvA  liabiHtiea  im- 
poeed  fay  the  act  and  the  machiaary  for 
their  eaforcement  whidi  rendera  tham  piae- 

tieally  valuable.*  HJLRcpJla85,  73d 
Cong.,  lat  Seaa.  9  (1938X  Nowhere  ia  that 
diacuaaioa  ia  f  17(a)  meationed.  Seeoad, 
1 17(a)  appean  to  have  beea  iatendad  fort 
whoDy  dif f ereat  function,  explainad  ^  one 


IA]  reading  of  [f  17(a)]  m  Kght  of  the 
eatire  Act  laavea  no  doubt  but  that  vida- 
tiona  of  ita  providona  give  riae  only  to  a 
liability  to  be  reatraiaed  by  ugunctivc 
actaoa  or.  if  willf  uUy  done,  to  a  liabilUy  to 

be  poaiahed  criminaUy.** 
Uadia,  LiaiUI/^  AcCibaa  of  SacunCMa  M 
18  Americaa  Aooouataat,  880,  881  (1988> 
The  aame  view  waa  expreaaed  by  Judge 
Friendly  in  SEC  r.  Taiaa  Golf  4  Sulphur 
Gbc  401  P.2d  838,  887  (2d  (Sr.  1968),  eait 
dtamd  mb  aom.  Cbatea  v.  SEC,  894  U.S. 

U.S  232.  23S.  94  SOL  1683.  1686,  40  LEdJd 
90  (1974). 

S8L   The  text  or  I  iTCa)  of  the  1933  Act  is  let 
forth  in  note  28. 
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978,  9  &Ct  14S4,  8  LEtLSd  1S6  (19«) 
(Fritadly,  J.  eoBCurrinf ),  wKtre  he  obMrvtd 
that  then  wai  *^iiAiiii]iity  amoiif  tlM  ocmi- 
ncntaton"  that  §  17(a)  of  tht  MS  Aet 
'^vas  intciidad  only  to  afford  a  hadi  for 
iiquiiethrt  rrikf  and,  oa  a  proptr  ibowiaf  , 
for  criminal  liability  .  .  .."  WhOttht 
SEC  hai  txpreMod  tha  vitw  that  f  17(a) 
grants  it  tht  authority  to  invattigato  niu* 
nidpal  iMvan,  aw  SEC  Rtlaut  No.  M- 
11876  (Novtnbar  2^  1975);  'aw  gmtnlly 
Bota  94,  fufva  and  aeeompanying  taxt,  na^ 
thtr  tht  ltgiilati¥a  Uitory  nor  tht  ttatvtofy 
languagt  of  f  17(a)  mpporta  tht  implication 
of  a  privata  cauM  of  action  with  raqMct  to 
municipal  iMutn. 

Plaintiffs  urge  that  KInhMr  v.  If.  S.,  608 
F.2d  2S4  (2d  Cir.  1978),  nheuing  denied. 
No.  77-6104  (2d  Cir.  July  18.  1979).  eert 
denied  eub  n^m.  Goldberg  r.  Kinhner,  444 
VJS.  995.  100  S.Ct  581.  62  LEd.2d  426 
(1979)  hss  established  a  "naked  §  17(a)'* 
cause  of  action.  See  Wignnd  v.  FUhTelL, 
Iae^9MT2i  1028  (2d  Or.  1979).  as  amentf- 
€d.  No.  79-7150  (2d  Or.  January  14.  I960). 
In  Kinhner,  the  (}oort  of  Appeals  for  the 
Second  (Srenit  recently  held  that  the  plain- 
tiff, a  beneficiary  of  a  pension  fund,  could 
sue  the  trustees  of  that  fund  under  both 
§  10(b)  and  f  17(a).  In  upholding  the 
§  17(a)  daim.  the  court  noted  that  nhere 
Pa]  little  practical  point  in  denying  the  ex- 
iatenee  of  an  'sction  under  f  17(a)  once  it  is 
aatablished  that  an  aggrieved  buyer  has  a 
private  action  under  |  10(b)  of  the  1934 


Act"  IdL  at  241,  eftiivr  SEC  r.  Tans  Gulf 
Sulphur  CbL,  eupn,  at  867  (Friendly,  J.  con- 
curring). However,  since  as  I  perceive  it, 
Omgrsss  did  not  intend  to  confer  a  private 
cause  of  action  under  |  10(b)  against  a 
municipal  imaar,  ase  supra,  notes  24  to  85 
and  accompanying  test,  Congreee  csrlainly 
did  not  Intend  to  provide  such  a  remedy 
under  f  17(a)  alone.  Consequently.  I  deem 
it  inappropriate  to  imply  a  private  cause  of 
action  against  municipal  issuers  under 
1 17(a).* 

The  question  being  elsewhere  undedded, 
and  now  squarely  prssentsd,  I  conclude  for 
the  reasons  sUted  above  that  a  private 
right  of  action  against  municipal  issuers 
does  not  exist  under  f  17(a)  of  the  1938  Act, 
and  the  plaintiffs*  claims  against  the  City 
and  its  officials  bssad  thereon  are  dis- 


IV.    The  Pendent  Sute  Uw  OMimM 

[13]  Notwithstanding  that  the  plain- 
tiffs* federal  securities  law  claims  against 
the  Qty  defendants  must  fall,  the  question 
ramaias  as  ie  whether  there  is  pendent 
jurisdiction  over  the  dty  defendants  with 
respect  to  the  plaintiffs'  common  law  fraud 
daims.  This  raises  the  "subtle  and  com- 
plex** issue  presented  in  Aldinger  v.  HoW' 
ari  427  U.S.  1,  96  &Ct  2418,  49  LEd.2d 
276  (1975),  of  "whether  the  doctrine  of  pen- 
dent jurisdiction  extends  to  confer  jurisdic- 
tion over  a  party  as  to  whom  no  indepen- 
dent basis  of  federal  jurisdiction  exists.** 


4ii  Tlie  Qiy  defendanu  strenuously  argue,  la 
the  dttfiMNivc.  that,  even  if  §  10(b)  appUts  to 
muiddpalitift.  the  tenth  amtndnwnt.  U.S. 
Conat.  amend.  X.  would  render  that  section 
unconstitutional  as  applied  to  the  Qty..  See 
AtecJdnai  Leafue  of  GUn  v.  t/seo'.  426  U.S. 
833.  96  SCL  2465.  49  LEd2d  245  (1976X  See 
tentnUy  Note.  FedenI  SecuriOet  Finud  Uabih 
ky  end  Munieipel  iMsuen:  ImptteeUons  of  Ne- 
tioael  Uegue  of  OUes  v.  Vaery,  77  CdumrL 
Rev.  1064  (1977).  Comparr  Amenbech  v.  Qty 
of  CIpvrlandl  986  f2A  i033  (eth  Cir.  1979)  wHh 
Frieedt  of  the  Earth  v.  Certy.  SS2  F2d  25  (2jd 
Or.),  cert  denied,  434  U.S.  902. 98  S.Q.  296. 54 
L.Cd2d  188  (1977):  CaJf/bmia-v.  gruawmha^ 
457  rSupp.  1308  (E.D.Cal.1978);  Cohndo  v. 
VMcraas   Admiaistricioa.    430    F.Supp.    991 


(D.Colal977).  efTd.  602  F.ad  906  (10th  Or. 
1979).  Thia  raises  the  difficuk  issue  of  %irhether 
a  would  be  unconstitutional  to  ttmit  the  prerog- 
etives  of  municipal  officers  by  subjecting  them 
to  liability  undiri  10(b)  wlih  respect  to  statf* 
ments  made  to  the  feneral  public  during  a  time 

constitutional  questions  since  a  sututory  inter* 
prctation  of  f  10(b)  requires  dismissal  of  thi* 
action  against  the  Qty  defendants. 

41.  In  Al^nger,  the  Supreme  Court  followed 
Afanroe  v.  fi^pe.  369  U.S.  167.  81  S.Ct.  473.  9 
LCdJd  492  (1961)  wMch  held  that  local 
governments  were  not  "persons'*  subject  to 
suit  under  |  1963.  Howevei'.  Monroe  v.  Pepe 
was  subsequently  overruled  by  MoneO  v.  New 
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/dLatM.f6&CtataiUL  I  «oaehidt  that 
Uai  eouri  lacki  Um  powtr  fai  Uai  eMt  to 
abjudicate  itote  law  daia»  agaiart  a  partj 
Bot  ochirwin  mbjaet  to  fadtral  Juriadi^- 


la  AMfivv;  tht  plaiirtiff 

Couaty  aad  variaut  cauatj  allidali.    la 

additioB  to  a  cama  of  aeOoa  aadar  Swtiaa 

1968  of  tho  CMl  Sighte  Act  of  1S71,  42 

VSC  f  1968,  tlM  oooplaaat  altafod  oooi- 

BMB  law  tort  daini.   Tha  ooort  hald  that 

naea  tha  ooua^  waa  aol  ml^ioet  to  aoii 

uadar  42  U  AC  }  1968,  the  atato  law  daioM 

would  havo  to  bo  dimiaad  aa  walL^   Tha 

flourt  poiatod  out  that  tha  aeepa  of  tha 

fodaral  aouita'  aubjaet  auttar  Juriadietioa 

ara  defiaod  aol  only  by  tho  laaguaga  of 

Artida  III  of  tha  Caaatitutioa,  but  by  tha 

"doduetiona  which  aiay  bo  diawa  fron  eoo- 

graaaioaal  atatutaa  aa  to  whothar  Congriaa 

waatod  to  gnat  thia  aoft  of  Juriadietioa  to 

fodaral  courta."   /d  at  17, 96  &Ct  at  242L 

Thua,  groat  omphaaii  waa  plaoad  on  tht  fact 

that  CoQgraaa  had  oidudad  oauatiaa  from 

liability  uadar  f  1988  by  aoi  iadudiag  thorn 

ia  tha  atotote'a  dofiaitioB  of  "pafMna" : 

Partial  aueh  aa  eouatiaa,  whom  Coagran 

oxdudod  from  liabflity  ia  f  1968,  and 

thtraby  k^  reforeaea  m  tho  grant  of  jur- 

iadietioB  under  f  1848(8),  can  arguo  with 

a  groat  doal  of  foroa  that  tho  aeopo  of 

that  "dvfl  actaoa"  ovor  whidi  tho 


York  Dept  et  Social  Servtna,  438  U.S.  «SS.  98 
S.CL  2018.  S6  L.Cd2d  811  (1978).  bi  MtancA 
■fitr  rNMiniiiiiif  the  Itglslatlvt  Matory  of 
1 1983.  ihe  Court  coochidtd  that  Ooncm 
iiictndtd  to  lutaitct  muaidpaUiiot  to  Miit 
otnaia  drcunntancn.  Iliis 
minM  the  holdinf  of  iUdbvtr  to  tht  < 
munitipoUtlM  vt  no  loattr  wrholly  imniint 
from  sua  under  |  1983.  Ne»ifthekM.  tht  va- 
Bdky  of  tht  holding  te  AldUmtf  m  to  pendtnt 
party  Juriadktion  ramaim  taitact  Aa  the  oowt 
stated  in  Owen  EquipamH  S  Enetho  Ca  v. 
Kngn,  437  U.S.  389.  98  S-CL  2388.  S7  L.Ed2d 
274  (1978).  **MoMdl  hi  no  way  quaiiflet  the 
holding  of  >lldb«tr  that  tht  Jurisdictional  outt- 
tions  presented  tai  a  case  such  as  this  one  are 
sutuMry  as  well  as  constitutional  ....** 
ML  at  372  n.  12.  98  SXX  at  24Q2. 

I.  The  underwriter  def endanu  rily  on  CAiftcrf 
Mii»  Wbrfcers  v.  Gttte.  383  U^  715.  98  S.CL 
113a  18  LEd2d  219  (1988).  tai  which  the  Su- 
preme Court  sanctioned  tht  Joindtr  of  state 
md  federal  law  daims  when  such  are  asssrted 


oaurta  haipo  baaa  givaa  atatatary  jariadie* 
tioaahould  aoi  bo  ao  broad^  raad  aa  ta 
bring  thorn  back  withia  that  powor  mora- 
ly  baaauaa  tha  facta  alao  giva  fiao  to  aa 
ordiaary  dvil  actioa  agaiaat  tham  uadar 
atatolaw. 

/d  la  ftartharaaea  of  thia  lagUatiiPo  ta- 
tant,  tho  Court  fwHwdH  that  tho  plafai* 
tiffa*  atato  law  daima  agaiaat  tha  oauaty 
oauld  not  bo  jotaod  with  ita  fodord  daimi 
agaiaat  other  partlea.*  Ia  oaaeaee,  the 
Court  hdd  that^poadoat  juriedietioB  oaidd 
aot  bo  aaad  to  briag  loeal  govanuMBto  oad[ 
farta  tha  veiy  eaeee  from  which  tho  eabataa- 
thro  legialatioa  had  aidudod  thorn. 


[14»  18]  Thia  aaalyda  ia  obvioudy 
cable  hare.  Aa  difcuMod  earlier,  Coagram 
oxdudod  dties  from  the  eeope  of  f  10(b)  of 
the  Exchange  Act  and  Rule  lOb-8. .  Section 
27  of  the  1934  Act  oonf en  juriadietioa  over 
"actiona  at  law  brought  to  oaforoe  liability 
or  duty  created  by  thia  chapter  or  the  rulei 
aad  regulationa  thoraundor."  15  U.S.C 
f78aa.  The  exduaion  of  dtiea  from  liabili- 
ty uadar  the  aobataative  proriaionB  of  the 
Act  ovidenoea  a  Congreadonal  iatent  to 
withhold  f oderd  court  Juriadietioa  ovor  ae> 
tiona  for  aeeurities  fiaud  under  atato  law.  I 
deem  it  inappropriate,  given  the  priadplea 
of  Al^ngw,  to  hold  the  aty  defoadants  on 
a  pendent  juriadietion  theory  in  the  voiy 
aetiona  from  which  Congraaa  haa  oxdudod 

against  the  same  defendant    bi  AJdbiger  the 

Supreme  Court  made  a  very  dear  that  the 

attgnmsm  of  parties  and  dahns  hefore  a.  which 

are  andogous  to  those  in  this  case,  was  entirely 

differem  from  that  presented  in  Gibb§ : 

From  a  purely  factual  poim  of  view,  k  is 

thh^   to   authoriae   two   partim 

prescm  in^Merd  eourt  hy  vhtue  of  a 

over  which  the  eourt  haa  jurisdktion.  to  liti> 

gate  in  addition  to  their  fsderal  daim  a  state> 

law  daim  over  which  there  is  no  Independent 

basis  of  federal  Jurisdiction.    But  a  is  quito 

another  tMng  to  permit  a  piaimiir.  who  haa 

asaertedLa  daim  against  one  defendant  with 

respect  to  which  there  is  federd  jurisdiction. 

to  impfead  an  entirely  different  defsndam  on 

the  basis  of  a  state-law  daim  over  which 

there  is  no  independem  basis  of  Meral  jurto- 

diction,  simply  because  his  daifn  against  the 

first  defkndam  and  his  daim  against  thn 

second  defendam  "derive  from  a 

nucleus  of  operative  facL" 

427  U^  at  14.  98  S.CL  at  2420. 
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them.*  Plaintiff i' lUte  law  daims  agiivt 
the  CHy  dtf andaiits  are  thanf ort  dismiaed. 

GoinehnMO 

Tht  motion  to  diimim  by  tlM  ondtrwrit- 
er  and  atlitr  dtftndaats  are  dtaiod,  and  tlM 
moUoa  to  dismin  k^  tlM  (%  of  New  York 
and  ita  fonner  Mayor  and  Comptroner  it 
granted. 


So 


&  TiM  iindtnorrittr  detaiduiu  argue  that  the 
eoiift  alMuld  ukt  inio  acooimt  the  fact  that  the 
aty  difcnduts  may  be  brouglK  back  iaio  the 
case  aiqrway  on  tMrd-party  daiim  for  iadeiniii- 
ty  or  contfibutkn.  Sat  Omm  E^uipmtat  S 
firccttai  Ca  v.  JCranar.  437  U.S.  30.  378.  M 
S.Q.23Se.  2404.  S7LEd.3d  274  (I97g).  There 
are  Mveral  obetadet  to  such  Impleadcr.  Flnt. 
indimwiflcaUoo  is  not  available  Ibr  undervvrH. 
en  in  a  Mcuritiet  fraud  case.  'Stratton  G^m^ 
Ua.  V.  Spnyrigtn,  486  F.Sup^  II8Q.  1185  n.  4 
(S.D.N.Y.lf7»).  citing  Ghbut  v.  Lmw  JtCMnivft 
Sin««iL  Inc.  418  FJ2d  1278.  1288  (3d  Qr.X 
cart,  dmitdi  387  U.S.  813.  80  &Q.  «13.  25 
LXd2d  83  (ISTQX    Second,  the  undarwifter 


•eek  contribution  from  the 
aty  dcfendanu  on  the  plaintiflii*  IWerai  iccttri. 
ties  fraud  daima.  TMs  is  becauae  contribution 
nay  only  be  reqMiied  of  a  Jomt  tort-feasor,  and 
the  Oty  defcndanu  are  not  subject  to  liability 
endsr  the  antifraud  provisions  of  the  IWeral 
Mcurities  hrars.  ML  at  1185  a  8,  1188  a  7. 
Impleader  of  the  Oty  defcndaitts  could  only 
be  bassd  on  a  cause  of  action  Hor  contribution 
as  to  the  plaintifTs  sute  law  dainis  agataiat  the 
uodarwffter  defendants.  However,  even  on 
that  theory,  tanpleader  of  the  Oty  dei^ndanu 
might  be  preduded.  Under  Aldtnger. 'nhe  pos- 
tuie  tai  which  the  nonfederal  daim  is'asserted 

^^^'  •  •'*  "P^^^c  "tatute  that  confers 
iortfdiction  over  the  federal  daim"  would  have 
to  be  considered  -no  determine  whether  'Con- 
ress  in  {Uiat  statute]  has  .  .  .  expressly 
or  by  tanplication  negated'  the  exercise  of  Juris- 
dldion  over  the  particular  nonfederal  daim. 
^AldKnger  ^-Howvd,  mtpn,  at  1 8  [.  86  S-O..  at 
2422J."  Owen  givtitfpflieni  A  EncUoa  Co.  v. 
ICr««er.437U.S.at373.88S.a.at24a2.  Even 
if  the  third  party  daim  fUte  within  the  sututo- 
ry  jurlsdiGtion  of  this  court,  the  question  would 
remain  whether  pendent  party  jurisdiction  over 
the  Oty  should  be  letained  as  a  matter  of 
discretion.  CAiMsd  Mine  Werkm  v.  Cibbs. 
383  U.S.  715.  726.  86  S-Ct  1130.  1138-39.  16 
L.EdJd  218  (1966). 
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EXHIBIT  I 


UNITED  STATES  DISTEZCT  COURT 
SOOTHEEll  DISTRICT  OF  MEW  TORE 


PAUL  J*  BORSEIGIIEURi 


g3m.l758 


Plaintiff, 


R,1f.  BECE  AMD  ASSOCIATES,  UMITSD 
EMGIMEERS  AMD  CONSTRUCTORS ,  IMC*, 
BBASCO  SERVICES,  INCORPORATED,  MOOD  ft 
DAWSON,  a  law  partaarship,  PRUDENTIAL 
ECURITIES  INC.,  MERRILL  LYNCH, 
>,  FENNER  ft  SMITH  INC.,  SMITH 
BARNST,  HARRIS  UPHRA  ft  CO.  INCORPORATED, 
SALOMON  BROTHERS  INC.,  STANDARD  ft 
POOR'S  CORPORATION,  MOODY'S  INVESTORS 
SERVICE,  INC.,  and  HOUGHTON,  CLUCE, 
C0U6HLIN  ft  RILEY,  a  profassiQiial 


Dafandaata. 


CLASS  ACTION  COMPLAINT 

PLAINTIFF  DEMANDS 
A  TRIAL  BY  JURY 


Plaintiff,  by  hia  nndaraifnad  attomaya,  for  hia 
eoaplaiat,  allagaa  oa  iafomation  and  baliaf ,  axeapt  aa  to- 
paragraphs  1,  2  and  S,  aa  follo«#st 

JURISDICTION  AND  VENUE 

1.  Jtarisdiction  and  vaaua  of  this  Court  ara 
f ouadad  on  Saetioa  27  of  tha  Saeoritias  Exchaaga  Act  of 
lt34,  aa  aaaadad  (tha  "Exchaaga  Act")  (IS  U.S.C.  S77aa)  aad 
tha  priaeiplaa  of  pandaat  aad  aacillary  jurisdietioa. 

2.  Tha  elaiaa  allagad  ia  thia  oon^laiat  ariaa 
aadar  Saetioa  10(b)  of  tha  Exchaaga  Act  (IS  U.S.C.  SS78j(b)), 
Ralaa  10b*S  pronmlgatad  tharauadar  by  tha  Saeoritias  aad 
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beluui9«  OoMisflioB  il7  C.V.lt.  i240.iab-S)  mad  mdmx  fltat« 
law* 

3.     tUMf  of  tlM  aets  oon^laiiMd  of ,  laeludiBg  thm 
ptmpmxmtioa  of  falsa  aad  aialaading  of  faring  eirettlars» 
eeeurod  vithin  thm  fottthon  Diatrlct  of  thm  Stata  of  Itav 


4*     Za  eonaoctiea  vith  thm  acta  aad  eoaduet 
allagad  la  this  eonplaiat,  thm  dafaadaata,  diraetly  aad 
iadiractly,  uaod  tho  aaaas  aad  iaatrvMatalitiaa  of  iatar^ 
atato  Qoammrom,  iaelndiag  thm  naitad  Stataa  aaila. 

m  PAWIM 

5.  Plaiatlff  Paal  J.  Boaaaigaaur  ("Boaaaigaaiir") , 
raaidaa  at  12<  KSth  Avaaua,  Sollavaa^  Haahiagtoa. 
loaaaigaaur  purehaaod  Oaaaratiag  yaeility  Bavaaoa  Boada 
iaaiiad  by  thm  Haahiagtoa  Fublie  fowar  ia^ply  Systaa  (*ll»PSS*> 
for  tha  eoaatruotioa  of  Vuclaar  Voiiar  Projacta  Moa.  4  aad.  9 
(tha  *Boadfl".  Oa  Pabmary  t.  It 81,  Boaaaigaour  acquirod 
$10,000  priaoipal  aaouat  of  tha  Boada* 

i.  NPPtf  ia  aot  a  dafaadaat  ia  thia  aetioa, 
NPPSS  ia  a  Biiaieipal  eorperatioa  aad  a  joiat  oparatiag 
agoaey  of  tho  Stato  of  Haahiagtoa,  with  priaoipal  offieoa  iji 
Biehlaad,  Haahiagtoa*  NPPSS*  saaterahip  ia  aado  op  of  It 
ntility  diatriota  and  four  ■oaieipalitiaa,  all  locatad  ia 
tha  Stata  of  Haahiagtoa* 
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7.  Omtmadmnt  R.lf.  9mtik   and  Assoeiates  ("R.W • 
S«ek")»  is  aa  aBgiaaariaf  and  eoaaulting  firm  vith  Qffieas 
leeatad  at  7tli  Avanoa  at  Oliva  Way,  Saattla,  Waahiaftoa. 
m.W.  Back,  ia  eoaaaetioa  vitb  eaa  Qr  aora  pf  tha  Boad 
offariag  eixeularSf  iasaad  ita  opiaioa  vith  raapaet  to 
aaalyaaa,  iavaatigatioaa  aad  atadiaa  eoaearaiag  raaoareaa 
availabla  to  partieipaata,  aatlaatad  coat  of  powar,  Mur* 
katiag  agraaaaata,  faaaibility  of  tha  partieipaata '  agraa* 
■Mat  ravaaaa  raqalraoMata,  aad  tha  aattara  ralatiag  to  tha 
lasaaaea  of  tha  Boada* 

8«  Dafaadaat  Uhitad  Bagiaaara  aad  Coaatructora» 
Zac.  (*Uhitad*)»  ia  a  Paaaaylvaaia  oorporatioa  vith  offieaa 
locatad  at  30  South  L7th  Straat,  Philadalphia,  Paaaaylvaala. 
It  waa  rataiaad  by  WPPtf  aa  ooaatroetioa  aagiaaara  to  pro* 
Yida  ooaatroetioa  aad  aaaagaoMat  aarvieaa  for  NPPSS*  Buolaar 
Vrojaet  Bo.  4  (*Projaet  4*)  •  Daitad,  ia  eoaaaetioa  vith  oao 
or  Bora  of  tha  Boad  offariag  eireulara,  iaauad  ita  opiaioa 
with  raapaet  to  aaalyaaa,  iavaatigatioaa  aad  atadias  eoa* 
earaiag  tha  auitability  of  plaaa  aad  daaigaa,  tha  prograa 
for  ooaatruetioa,  eoat  aatiaataa,  tha  faaaibility  of  tha 
projaet  fren  aa  aagiaaariag  aad  eoaatruetioa  staadpoiat,  aad 
thm  probable  reliability  of  tha  plaat  ia  eoaaaetioa  vith  tha 
laaaaaeo  of  the  Boada  for  Projaet  4* 


103 


f •  0«f«idaat  Wbmmeo  Bmrvtomm   Zacerperi 
(*n«flee*) ,  is  a  Itov  York  corporation  with  of f ioos  looAtod 
ot  Tifo  lootor  ftroott  *«ir  Tork»  Itov  York.  Zt  was  rotaiaod 
by  Wfftt  a- 1  ooaatrvetioa  oaginoora  to  prorido  oagiaooriaf, 
ooaatmetioB  ■■ingtaont  and  ralatod  aarvicaa  for  1IPP00' 
■ttolaar  Vrojoet  Ito.  S  (*yroJoet  S*)*  lbaaco»  in  oooaoctioo 
witli  ono  or  aora  of  tlw  Bond  offariag  circulars,  issnod  its 
opinions  with  raspoct  to  analyses,  isvostigations  and 
stadias  eoneaminf  tho  soitahility  of  tha  sita,  tha  daaiga 
of  tha  projact  in  ralation  to  lieanaing  raqoiraaants, 
whathar  tha  prograa  for  eonatraetion  was  raalistie,  aati- 
■atad  data  of  coHplation,  and  probability  of  raliabla 
oparation  in  eonnaction  with  NtPSS*  iaauanea  of  tha  loads 
for  Vrojact  S* 

10.  Dafandanta  Pmdantial  Baeha  Saenritiaa  Zae., 
MarrUl  Lynch,  Piarca,  Pannar  a  SKith  Zac.,  Saith  Bamay, 
Barris  uphos  a  Co.  Zneorporatad  and  Salonon  Brothara  Zae« 
(tha  'Ohdarwritar  Dafandanta*) ,  ara  brokar-daalara  with 
offices  loeatad  in  tha  City  and  f tata  of  Baw  York  and  wora 
principal  vndarwritars  of  tha  Bonds. 

11.  Oafandant  Bbod  a  Dawson  (tha  mood  fiza*)  is 
a  fanaral  partnarship  consisting  of  laBoy  Lova,  Cyril  V« 
Staith,  jr.,  Brandan  O'Brian,  Sannal  Z.  Ballaaa,  Bdward  J. 


104 


laleky  Btmpbmn   !•  TuriMr  aad  Vboaas  L«  Vesehjurafcy, 
•agagad  la  thm  praetie«  of  Imr  with  of fie«a  locatod  at  48 
Wall  f traat.  Vow  York,  Ibtir  York.  Za  eeaaoetioa  with  .tlw 
load  offariag  eirealara»  tha  Wood  fiza  iaaaad  lagal  opiaioaa 
ragardidg,  aaoag  othar  aattara,  tlw  validity  of  agraaaaata 
bataaan  partieipaata»  tlw  validity  of  a  eartaia  *Oimarahip 
Agzaaaaat*  aad  tha  validity  of  tha  Boada. 

12*  Dafaadaata  ftaadard  «  Poor* a  Corporatioa 
aad  Moody 'a  Zavaatora  farviea,  Zae*  (tha  "Xatiag  Dafaadaata*), 
aro  oorporatioaa  with  of f icaa  ia  tha  City  aad  ftata  of  Maw 
York.  Yhay  rata  tha  quality  of  daht  obligatieoa  aad  tha 
^ieaa  of  wodti  dabt  obligatioaa  ara  graatly  dapaadaat 
apoa  thair  ratiaga. 

13.  Dafaadaat  ■oughtoBf  Cluek,  Coaghlia  «  Silay  * 
(tha  '■oaghton  fiza*),  ia  a  profaaaioaal  aarviea  eorporatioa 
aagagad  ia  tha  practiea  of  law  with  of f icaa  locatad  at  1111 
third  Avaaaa,  Saattla,  Waahiagton.  Za  coaaactioa  with  tha 
load  offariag  circalara,  tha  Houghtea  firm  iaauad  lagal 
opiaioaa  ragardiag  tha  validity  of  tha  Boada. 

FLAIMTiyr'S  CLASS  ACTION  ALLBCMlTIOWl 

14.  Plaiatiff  briaga  thia  actioa  aa  a  elaaa 
■etion  poraaaat  to  Pad.  ft.  Civ.  P.  23(a)  aad  23(b)(3).  Yha 
Blaaa  eoaaiata  of  all  who  porchaaad  or  otharwiaa  aeqoirad 
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lioncls,  i«aueJ  by  WPP88  pursuant  to  offerln<i  circulars  f*>i 
the  financing  of  Projects  4  and  5,  as  dcscrribc'l  bclciw  (ih.  • 
"Class").   Excluded  from  the  Class  are  the  defendants* 
■embers  of  the  immediate  family  ol  each  imii vidua  1  d«*tc*n- 
dant,  any  sntity  in  which  any  defendant  has  a  control iiivi 
interest,  and  the  lecjal  representatives,  heirs,  successors 
or  assigns  of  any  defendant. 

15.  Because  more  than  $2  billion  in  lace  amount 
of  Bonds  «#ere  soId«  it  is  apparent  that  the  Class  is  so 
numerous  that  joinder  of  all  members  is  impracticable. 

16.  Plaintiff's  claims  are  typical  of  the  Class. 
He  and  the  Class  have  sustained  damages  because  of  the 
defendants'  activities  as  alleged  herein. 

17*  Plaintiff  will  fairly  and  adequately  protect 
the  interests  of  the  Class.   He  has  retained  counsel  com- 
petent and  experienced  in  class  and  securities  litigation. 

18.   Questions  of  law  and  fact  common  to  the  cUiss 
predominate  over  questions  affecting  solely  individuji 
members  of  the  Class.  Among  the  questions  of  law  and  f.icL 
common  to  the  Class  are: 

(a)  Whether  the  federal  securities  laws  were 
violated  by  defendants'  acts  as  alleged  herein; 

(b)  Whether  the  defendants  participated  in  and 
pursued  the  common  course  of  conduct  complained  of; 
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(e)  tih>thT  thm  of fsrlag  eireulara  isaiMd  with 
rospoet  to  tho  Bonds  woro  tmlmm  maA  ■isloadia9i 

(d)  Nhottaor  tho  aarkot  prieo  for  tho  Bonds  was 
artificially  inflatadi 

(a)  Nhattaar  tho'  dafandaata  actad  willfully,  raek- 
laaaly  or  with  groas  aagliganea  in  omitting  to  atata  and/or 
■israpraaantiag  aatarial  facta  or  in  aiding  and  abatting  tha 
■akiag  of  aueh  aiaatatMwata  in  eonnaetion  with  tha  Boadai 

If)  Nhatbar  tha  Claaa  hava  auatainad  daawgaa  and,* 
if  ao,  what  tha  propar  aaaaura  of  daoMgas  isi  and 

(g)  Nhathar  tha  Claaa  haa  a  ranady  ondar  atata 
atatutory  or  oia—on  law  for  tha  wronga  caaplainad  of. 

If.  A  claaa  action  ia  attparior  to  otbar  airailabla 
■athoda  for  tha  fair  and  officiant  adjudication  of  thia  con* 
trovaray  ainca  joindar  of  all  aanbars  is  iapracticabla. 
rurtharaora,  bacauaa  daaagaa  auf  farad  by  tha  individual 
Claas  ■ambara  aay  ba  ralativaly  snail »  tha  axpaaaaa  and 
burdan  of  individual  litigation  aaka  it  iapracticabla  for 
Class  nambara  to  individually  X9axmuu   tha  wronga  dona  to 
thaa^  Thara  ahoald  ba  no  uniqua  or  spacial  difficulty  in 
tho  Banagaaant  of  thia  action  aa  a  daaa  action. 
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20«  *  Xb  If  74  •ight^f'-si^t  ■unieipftl  coxporatioiia 
•ad  oQepsTAtiTaa  iilii^  oim  and  ofgrntm  •laetrieal  diftriba- 
tion  mftmm   la  Wachlafftoa  {tbm   *Vartieipaats*)  agr— d  with 

itioas  aada  by  tlw  Bomwvill«  ffowsr  Adainistration* 
ily«  that  tlw  Vartleipaats  would  aaad  additional  powar 
fxoB  tMo  nnelaar  plaata  by  IffO. 

21*  thm  Vartieipaata  agzaad  to  balp  pay  for  tha 
conatruetion  of  Pzojaet  4  at  Banfosd  Xaaarvation  and  Projaet 
S  at  Oraya  Barbor  Cooaty* 

22*  Za  ordar  to  raiaa  eapital  for  the  eoaatruo-' 
tioa  of  Projaeta  4  and  5,   WfPM  iaaoad  tha  Boada  with  a  ti 
Mooat  of  ovar  $2.2  billion  dollars  aad  tba  Publie  OtUity 
Oaf aadaata  partieipatad  ia  thair  iasoaaea  aad  pazwittad 
thair  iaaoaaea  daapita  thair  kaowladga  of  tha  oaiaaioaa  ia. 
tha  Boada  offariaf  eireulara  of  aatarial  facta  daacribad* 
haraia. 

23.  Xa  tha  Boad  offariaf  oirculara,  1IPP88  iadi- 
eatad  that  afravwata  had  baaa  axaeutad  with  the  Partiei- 
paata  whieh  obligated  than  to  pay  for  tha  eoaatruetioa  of 
Vrbjaeta  4  and  S»  whathar  or  not  alaetricity*  waa  avar  pro* 
duead. 
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24.  In  January  1912*  WVS0  arniouaoad  that  it  was 
»Xlijig  plana  to  build  Pzojaeta  4  an4  S* 

25.  tinea  January  1982,  tha  Partieipanta  eeoh* 
■anead  litigation,  attacking  tha  validity  of  tha  contraet 
daaeribad  in  paragraph  23  abova* 

26*  Xn  tha  Bond  offering  circulara  iaauad  for 
Project  4,  Ohited  represented  that  it  perfomed  the  func* 
tiena  of  project  aanagenent,  eonatruetion  aanagenent,  con- 
tract administration,  planning,  scheduling,  costs  esti- 
■eting,  quality  assurance,  cost  accounting  and  coat  control, 
and  opined  aa  described  in  paragraph  •  hereof.  Xn  addition, 
united  prepared,  in  conjunction  with  MPPSS,  coat  estiaates 
vith  respect  to  Project  4  which  iiere  auiterially  undaratated. 

27.  Zn  the  offering  circulars  with  reapect  to  tha 
Bonds,  Bbaaco,  with  reapect  to  Project  S,  opined  and  repre« 
sented  that  it  perfomed  the  functions  of  project  aanage* 
■ent,  construction  aanagament,  contract  adsdnistration, 
planning,  scheduling,  costs  estiaating,  quality  aasurance, 
cost  accounting  and  coat  control,  and  aa  daaeribad  in  para- 
graph 9  hereof.  Zn  eddition,  Bbaaco  prepared  coat  estiaates 
for  Project  S  vhich  iiere  natarially  undaratatad. 
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28 •  R«W«  Mmdki   issiMd  aa  opinion  lottor  with 
rospoot  to  tlw  rosoltn  of  its  annlysos»  isvostigntions  •n4 
stndioa  eoncomiag  n  proposal  by  WPPtf  to  issoo  tho  Bonds* 
Vho  li.W.  Boek  lottor  eontainod  astiaatas  of  tho  oonstxoetioa 
and  fttol  oosts  for  ooaplation  of  Pro j  sets  4  and  5  whidi  iforo 
■atoriaXly  undorstatad. 

2f  •  Zn  eonnootion  with  tha  Bond  of  faring  eir*» 
eulara»  tho  Wood  and  Booghton  fisas  opinod  on  tho  validity 
of  tha  Bonds  (tha  'opinion  Xattors").  Xn  tho  opinion 
lattars,  tha  Wood  and  Boughton  firas  indieatod  that  thiay 
"axaadnad  into  tho  validity  of  72  of  tho  Participants* 
agraanants"  to  porehasa  alaetrieity  frosi  Projoets  4  and 
5*  Tha  opinion  lattars^  hoiiovor»  did  not  disoXoso  that  li 
of  tho  Partieipants'  agraanaats  iiaro  not  axaadnad  bacauso  of 
possibla  invaliditiaa  of  thoao  16  Partieipanta '  eontraets, 
tha  af foot  of  such  possibla  iavaliditiaa  on  tho  righta  and 
obligations  of  othar  partieipanta,  and  tha  affaet  of  aoeh' 
possibla  invalidity  on  tha  eradit  northinoss  of  tha  Bonds. 

30.  «ho  Ohitad  lattar  waa  natarially  falsa  and 
aislaading  in  that  it  knowingly  and/or  with  rocfclaaa  dis* 
ragard  for  tha  trutht 

(a)  railad  to  diselosa  tha  truo  cost  to  coaplato 
Projaet  4|  and 
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(b)  railed  to  diaeloso  that  ita  aaalyaaa  vith 
raapaet  to  ita  aatiaataa  of  coata  waa  ineoHplata  aa4  not 
■ada  aa  a  raault  of  a  full  aoala  and  profaaaioaal  zoviaw. 

31.  Tbm  Ibaaeo  lattar  waa  auitariaUy  falaa  and 
■ialoadiag  in  that  it  kaowiagly  aad/or  vitli  raeklaaa  dia- 
rogard  for  tlw  trutht 

(a)  FaiXad  to  diaeloaa  tho  tma  eoata  of  eooh* 
plating  Vrojaet  S|  and 

(b)  FailaSi  to  diaeloaa  that  ita  aaalyaaa  with 
raapaet  to  ita  eatiaataa  of  eoata  waa  iaeeaplata  and  aot 
■ado  aa  a  raaolt  of  a  full  aeala  and  profaaaional  raviaw. 

32.  rhm  R.W.  Baek  lattar  waa  aatarially  falaa  and 
■ialaading  in  that  it  knowingly  and/or  with  raeklaaa  dia- 
rogard  for  tha  tratht 

|a)  Failed  to  diaeloaa  tha  true  eoata  of  cam^ 
plating  Frojaeta  4  and  Sf  and 

(b)  Failed  to  diaeloaa  that  ita  analyaaa  with 
raapaet  to  ita  aatiaataa  of  eoata  waa  ineoaplate  and  aot 
■ado  aa  a  raaolt  ef  a  full  aeala  and  profaaaional  review. 

33.  «he  Wood  and  ■onghton  fixma'  opinion  lettera 
oBitted  to  atate  aatarial  f aeta  and  ware  natarially  falaa 
moA  ■ialeediag  in  that  they  failed  to  diaeloaa  the  poaaible 
invalidity  of  agreenanta  of  bertain  of  the  Partieipanta 
regarding  the  finaneing  of  Frojaeta  4  and  S« 
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94*  Tbm  Okidacwrit«r  Dmtmadmatm  tmilmd  to  wrnkm  an 
•^•quat«  or  profossioaal  trnwimn  of  tho  ■oado  and  tho  opiaioao 
isoQod  .-Ji  eoanoetioa  with  thmm  and  f ailod  to  iaqoiro  into 
tha  roasoas  foc-f ailaro  of  tho  opijiioa  lottara  to  oxplaia 
why  oaly  72  of  tlw  Vartieipaata*  agravwata  had  boaa  asM- 
aiaad.  lad  thay  doaa  so*  thay  noold  hava  dlaeovarad  tha 
poaaibla  iaivalidlty  of  tha  fartieipaata*  agraanaata  and  tho 
Boada  nottld  aavar  hava  haaa  bseaght  to  aarkat.  Za  tha 
altaxaativa*  tha  aadazvritar  Dafaadaata  kaaw  of  tha  fora- 
goijig  and  bvooght  tha  ioada  to  Barlcat  daapita  tha  aatarial 
oaiaaieaa  daseribad  ahova* 

35*  .  Tha  latiag  Dafaadaata  ratad  tha  Boada  hl^ily, 
daapita  tha  fact  that  thay  kaaw  or  ahoald  hava  kaowa  of 
tha  oaiaaioaa  la  tha  opiaioa  lattara  of  tha  lair  fira 
dafaadaata. 

36.  Tbm  alarapraaaatatioaa  aad  oaiaaioaa  daa- 
oribad  abova  eaaaad  tha  Bonds  to  ba  isaaad  and  tradad  at 
■arkat  prieaa  artif ieially  iaflatad  dariaf  tha  elaaa  pariod. 

COUBT  X 

(ViolatioB  of'Saotioa  10(b)  and  Bala  lOb-5) 

37*  Dafaadaata  liaair,  or  had  thay  aot  aetad  la 
raeklaas  disragard  of  tha  trua  facta,  ahoold  hava  kaoim  tbat 
tha  oaissioaa  aat  forth  abova  aad  tha  af facta  tharaof  vara 
tarial. 
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38.  Za  tha  ■b<ano«  of  iafozaatioa  disclosiag  all 
■atarial  faeta  sagardiag  tha  fiBaaciag  and  othar  aapeets  aa 
to  Projaeta  4  and  5»  plaintiff  and  tha  Claas  aeqairad  tha 
•oada  during  tha  elaaa  pariod  at  prieaa  whieh  ifara  arti* 
f ieially  iaflatad  baeauaa  of  tha  aforaaaid  oaiaaioaa  or  tha 
falaa  and  aialaading  atataaanta  knowingly  eirenlatad  by  or 
acqoiaaoad  in  by  aach  of  tha  dafaadanta. 

3f  •  Aa  a  raault  of  thair  aequiaition  of  tha 
•oada,  plaintiff  and  tha  Claas  hava  baaa  damagad* 

40*  Aa  a  raault  of  tha  foragoing,  in  oonnaetioa 
with  tha  purehaaa  and  aala  of  tha  Boada,  tha  dafaadaata 
diraetly  and  indiraetly,  by  tha  uaa  of  inatruaaatalitiaa  of 
intarstata  coaaaroa,  or  of  tha  aailat 

|a)  Bqployad  aanipulativa  davieas,  aehaaaa  or 
artificaa  to  dafraudf 

(b)  Mada  uatrua  atatananta  of  natarial  faeta  and 
oaittad  to  stata  natarial  faeta  nacaaaary  to  naka  tha  stata* 
■aats  aada,  and  in  light  of  tha  cireuaataaeas  uadar  whidi 
thay  vara  aada,  not  aialaadiagi  and 

(e)  Bagagad  ia  acta,  praeticaa  and  a  eouraa  of 
buaiaaas  whieh  oparatad  or  would  haya  oparatad  aa  a  fraud  or 
daeait  upoa  plaiatiff  and  tha  Claaa. 
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41.  Zb  cwrryiaf  Ottt  tha  trmoidnlmat.  •a4  aaBipiala- 
tiva  ■ohi«»  hmrmin  mllmgmA,   d«f«nd«ats»  aetiaf  both  siafly 
•ad  in  qopoTty  dixaetly  and  iadiraeclTr  aa4  by  tha  oaa  of 
tha  aaila  aad  othar  aaaaa  or  iaatiraaf  litiaa  of  iatarstat« 
00— aro«»  violatad  aad/or  aidad  aad  abattad  violatlOBa  of 
faction  10(b)  of  tha  Bxchaa9a  Aot  aad  tola  10b*S  proaolgatad 
tharanadarf  aad  bava  violatad  atata  aooaoa  law  cafardiaf 
tba  aala  of  aaeuritiaa. 

42.  Aa  a  raaolt  of  tba  fora90ia««  plaintiff  aad 
tba  daaa  bava  baan  daaagad  in  an  anoont  praaantly  anknown 
to  plaintiff*  Dafaadaata  ara  Jointly  aad  aavarally  liabla 
to  plaintiff  aad  tba  Claaa* 

WUUfon,  plaintiff  daaaada  raliaf  aad  Jadgaaat 
againat  all  dafaadaata  aa  followat 

(a)  Cortifyiaf  tbia  aetioa  aa  a  Claaa  aotioa  par* 
auaat  ta  Pad.  ft.  Civ.  f.  23i 

(b)  Awarding  aoaatary  daaagaa  againat  all  dafaa* 
danta,  jointly  aad  iavarally»  for  all  of  tba  loaaaa  aaa« 
tainad  by  tba  Claaa  raaultiag  frooi  tba  acta  and  tranaaetioaa 
coHplainad  of  barain,  togatbar  vitb  pra-jadgnant  iataraati 
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(e)  Aiiasdinf  tlw  Class  tbm  oosts  aad  mxpmnMmm  of 
this  setion#  laelodiaf  rsssonabls  sttorBsy's#  seoeaatsat's# 
■ad  aacpart's  faaa,  oosts,  and  axpaasas. 


Datadt  Maw  Tozk,  Vaw  York 
Mareh  1,   1983 


XMS,  GOODXZIID,  IflCBSLBS  «  XABATOH 

Stuart  o.  waehslar 
122  laat  42iid  Straat 
Itov  York,  Itov  York  10168 
(212)  490-2332 


WOLPSTOMB,  PAHCIOT,  BIOCB  i  KBXXIY 
1117  Vortoa  Buildiag 
801  Sacoad  Avaatia 
Saattla,  Waahiagtoa  98104 
(206)  682-3840 
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EXHIBIT  J 

Cravath,  Swaine  S  Moorc 

ONK  CHASK  HANHATTAN  PUkZA 

L 

New  YonK.  N.  Y.  I0009 


WW 


1933  Act/3 (a) (2) 

1934  Act/3 (a) (12) 
1934  Act/12 


February  23 »  1981 

D«ar  Sirs: 

On  behalf  of  Alaska  Bousing  Finance  Corporation 
("ABFC")  and  Dean  Witter  Reynolds  Inc.,  the  senior  managing 
under%n:iter  of  AHFC's  securities,  %re  seek  the  Staff's  con- 
firmation of  our  opinions  in  connection  with  a  proposed 
public  offering  by  AHFC  of  $200,000,000  State  Assisted 
Mortgage  Bonds,  Series  A  (the  "Bonds").  AHFC  is  a  public 
corporation  and  governnent  instrumentality  of  the  State  of 
Alaska  created  by  and  pursuant  to  Chapter  56  of  Title  18, 
Alaska  Statutes,  as  amended,  for  the  purpose  of  financing 
residential  mortgage  loans  for  persons  of  lower  and  moderate 
income  and  to  promote  the  economic  growth  of  remote,  under- 
developed and  blighted  areas  of  the  State.  By  statute,  the 
Board  of  Directors  of  AHFC  consists  of  the  Connissioner  of 
Revenue  of  the  State,  the  Commissioner  of  Commerce  and 
Economic  Development  of  the  State,  another  member  who  is 
the  head  of  a  principal  department  of  the  executive  branch 
of  State  government  appointed  by  the  Governor  of  the  State 
(presently  the  Commissioner  of  Community  and  Regional 
Affairs  of  th#  State)  and  two  public  members  appointed  by 
the  Governox  of  the  State.   Since  1972,  AHFC  has  dischargod 
its  public  purpose  through  the  issiiance  of  bond  anticipation 
notes  and  housing  revenue  bonds  the  interest  on  irhich  has  been 
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•xMipt  from  F«d«ral  ineoaa  tax  und«r  Section  103  of  the 
Zntamal  Itevwiu*  Code.  However,  by  reason  of  the  recently 
enacted  Mortgage  Subsidy  Bond  Tax  Act  of  1980  (P.L.  96-949), 
interest  on  the  Bonds  will  not  be  exeaqpt  fron  Federal  incoae 
tax.  Zn  nearly  all  other  respects,  the  Bonds  will  be  similar 
to  the  housing  revenue  bonds  which  have  periodically  been 
issued  by  AHFC  since  1972.  The  Bonds  will  be  issued  pursuant 
to  a  State  Assisted  Mortgage  Bond  Resolution  (the  "Resolution" 
which  will  pledge  as  security  for  the  Bonds  the  revenues  to 
be  generated  by  Mortgage  loans  purchased  fron  Bond  proceeds, 
together  with  certain  other  revenues  and  assets  of  the  Cor- 
poration. Zt  is  anticipated  that  the  Legislature  of  the 
State  of  Alaska  will  appropriate  aoneys  to  AHFC  for  the 
purchase  of  additional  Mortgage  loans  which  will  be  similarly 
pledged  by  the  Resolution,  thus  permitting  AHFC  to  finance 
mortgage  loans  bearing  below-market  interest  rates  with 
the  differential  from  AHFC*s  borrowing  costs  being  sub- 
sidised by  legislative  appropriation. 

Since  AHFC  is  a  "political  subdivision"  or  a 
"public  instrumentality"  of  the  State  of  Alaska,  it  is  our 
opinion  that  the  Bonds  will  be  exempt  from  the  registration 
requirements  of  the  Securities  Act  of  1933  (the  "1933  Act") 
pursuant  to  Section  3(a) (2)  thereof  which  expressly  exenpts 
securities  of  such  issuers.  This  position  was  confirmed  by 
the  Staff  within  the  context  of  AHFC's  tax-exempt  obligations, 
in  a  no-action  letter  in  1972.  Alaake  Housing  Finance  Cor- 
poration (available  October  17,  1972) .  As  explained  in  that 
request  for  a  no-action  letter,  and  implicitly  endorsed  by 
the  Staff's  response,  neither  Rule  131  promulgated  under 
the  1933  Act  nor  the  1970  Amendments  to  the  1933  Act  relat- 
ing to  industrial  development  bonds  should  affect  the  exempt 
status  of  AHFC's  obligations  since  an  investor  is  not  being 
offered  an  interest  in  an  obligation  of  a  private  company  or 
in  an  industrial  or  oommsrcial  enterprise.  The  legislative 
history  of  1970  Amendments  to  the  Securities  Acts  makes  it 
quite  clear  that  obligations  issued  by  stete  housing  or  mort- 
gage finance  agencies  to  provide  mortgage  loans  for  residen- 
tial housing  were  intended  to  be  exempt  from  the  registration 
requirements  of  the  1933  Act.  See  statements  of  Senators 
Long  and  Sparknan  appearing  at  Cong.  Rao««  August  4,  1970, 
pp.  8. 12756-8.  12758  and  Representative  Mills  appearing  at 
Cong.  Rec,  July  23,  1970,  p.  H.  7078.  See  also  Missouri 
Housing  Development  Commission  (available~7anuary  2,  1979) 
and  the  no-action  letters  *  2«rred  to  in  counsel's  applica- 
tion for  that  no-action  letter.  There  is  no  indication  in 
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th«  l«9l«latlv«  history  of  th«  1970  AnandBMnts  that  a  dif- 
farant  rasult  was  Intandad  If  inter aat  on  tha  obligations 
in  question  was  subject  to  Federal  incooie  tax.  Na  are 
further  of  the  view  that  the  1933  Act  status  of  AHFC's 
obligations  under  the  1933  Act  has  not  been  affected  by 
the  Mortgage  Subsidy  Bond  Tax  Act  of  1980.  That  legisla- 
tion (and  its  history)  is  devoid  of  any  suggestion  that  the 
sale  of  a  mortgage  subsidy  bond  (as  defined  therein)  is  sub- 
ject to  registration  under  the  1933  Act  notwithstanding  the 
taxabili^  of  interest  on  such  bonds. 

We  are  also  of  opinion  that  the  Resolution  of  AHFC 
under  which  the  Bonds  will  be  issued  would  not  be  subject  to 
the  Trust  Indenture  Act  of  1939,  as  Section  304(a) (4)  of  that 
Act  expressly  exenpts  any  security  exeoqpted  from  the  1933 
Act  by  virtue  of  Section  3(a) (2)  of  the  1933  Act. 

It  is  the  intention  of  AHFC  to  apply  to  the  New 
York  Stock  Exchange,  Inc.  ("NYSE")  for  listing  for  trading 
of  some  or  all  of  the  Bonds  on  that  exchange.  Section  12 
(a)  of  the  Securities  Exchange  Act  of  1934  (the  "1934  Act") 
provides  that  it  shall  be  unlawful  for  any  member,  broker 
or  dealer  to  effect  any  transaction  in  any  security  (other 
than  an  exempted  security)  on  a  national  securities  exchange 
unless  a  registration  is  effective  under  the  1934  Act.* 
Section  3(a) (12)  defines  an  "exempted  security"  to  include 
municipal  securities  as  defined  in  Section  3(a) (29)  which, 
in  turn,  utilises  language  substantially  similar  to  that 
used  in  Section  3(a) (2)  of  the  1933  Act.  It  is  our  view 
that  the  Bonds  will  constitute  "municipal  securities"  on 
the  basis  of  that  definition  and,  accordingly,  that  the 
Bonds  will  not  be  subject  to  any  registration  and  reporting 
requirements  of  the  1934  Act  notwithstanding  the  fact  that 
th^  may  be  traded  on  a  national  securities  exchange. 

We  respectfully  request  your  advice  as  to 


*  While  the  NYSE  ordinarily  requires  that  any  listed 
security  also  be  the  subject  of  a  registration  statement 
under  the  1934  Act,  we  understand  that  requirement  has  in 
the  past  been  waived  in  the  case  of  certain  exempted 
securities  such  as  U.S.  Treasury  Bonds  and  obligations  of 
certain  other  governmental  issuers. 
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whctter  you  oQnoor  vith  th«  foregoing  opaclusions.  Should 
you  vlih  to  diseuss  tho  forogoinf  or  should  you  doslro  any 
additional  inforaatioBf  plaaaa  do  not  haaitata  to  call 
(eollaet)  althar  David  6.  Orsaby  or  Hanxy  Gxoaa  at  212— 
422-3000. 


Vary  truly  youra. 


Sacuritiaa  and  Bxehanga  CoHBiaaionf 
500  Morth  Capitol  Straat,  N.  N., 
NaahinftOB,  O.  C.  20S49 

Attantion  of  Offiea  of  Chiaf  Counaal, 

Oiviaion  of  Corporation  Financa. 

9 

0 
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RESPONSE  OF  THE  OFFICE  OF  CHIEF  COUNSEL 
DIVISION  OF  CORPORATION  FINANCE 

R€:  Alaska  Housing  Finance  Corporation  ("AHFC'*) 
Incoming  letter  dated  February  23.  1981 

Based  upon  the  facts  presented,  this  Division  will  not  reconmend 
any  enforcement  action  to  the  Commission  If  AHFC,  in  reliance 
upon  your  opinion  as  counsel  that  registration  and  qxiallflcatlon 
Is  not  required,  offers  and  sells  the  Bonds  as  described  without 
compliance  with  the  registration  provisions  of  either  the  1933 
Act  or  the  1934  Act  or  qiiallflcatlon  of  an  Indenture  under  the 
1939  Act. 

Because-  the^e  positions  are  based  upon  the  representations  made 
to  the  Division  In  your  letter.  It  should  be  noted  that  any 
different  facts  or  conditions  might  require  a  different  conclusion. 
Further,  this  response  only  expresses  the  Division's  position 
on  enforcement  action  and  does  not  purport  to  express  any  legal 
conclusion  on  the  questions  presented. 

Sincerely, 

Michael  R.  Kargula 
Attorney  Adviser 
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CCNSTITUTIONAL  AND  STATUTORY  ASPECTS 
OF  MUNICIPAL  ffiBT  FINANCE- -RLCENT 
lEVHLOPMENTS 


Clayton  P.  Gillette 


Copyriglit©1985  by  Clayton  P. 
Gillette.  All  rights  reserved. 


July  15,  1985 
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I.  DeMelopments  In  Federal  Regulation  and 
Taxation  o-f  Municipal  Bonds  —  Garcia  v.  San 
Antonio  Metropolitan  Transit  Authority.  105 
S.Ct.  1005  (1985) 

A.  Since  Supreme  Court's  1976  decision  in 
National  Leaoue  o-f  Cities  v.  Usery.  426  U.S. 
833  <1976),  there  has  been  speculation 
concerning  the  extent  to  which  Congress  could 
regulate  the  market  -for  and  tax  interest  paid 
on  municipal  bonds. 

1.  In  Usery  the  Court  struck  down  as 
unconstitutional  infringement  of  rights 
reserved  to  states  under  Tenth  AmendTnent  an  act 
o-f  Congress  extending  Fair  Labor  Standards  Act 
to  state  and  municipal  employees.  Court  held 
that  -federal  government  could  not  mandate  the 
way  states  structure  "integral"  or  "inherent" 
operations  in  areas  o-f  "traditional  local 
government  -func 1 1  ons. " 

B.  Subsequent  decisions  attempted  to 
re-fine  vague  standards  of  Usery  in  a  manner 
that  appeared  to  retreat  from  broad  immunity 
from  federal  legislation. 
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1  .  City  of  Lafayettt  v.  Louisiana 
PowT  ic  LiQht  Co,.  435  U.S.  389  (1978),  held 
that  municipal  i  tits  art  not  txtrnpt  from 
liability  under  -federal  antitrust  law  when  not 
acting  pursuant  to  state  action.  No  citation 
to  Usery. 

2.  Model  V.  Virginia  Surface  Minino 
and  Reclamation  Association.  452  U.S.  264 
<1981),  limited  Usery  to  cases  where  federal 
action  is  directed  at  states,  addresses  an 
"attribute  of  state  sovereignty,"  and  impairs 
stater's  ability  to  structure  its  "traditional 
functions."  Upholds  federal  law  and 
regulations  on  strip  mining  directed  at  private 
parties  that  restricts  state  re:  land  use 
regulation.  Suggests  taxation  of  interest  on 
municipal  bonds  would  not  violate  Tenth 
Amendment  because  directed  at  private  parties, 
not  at  states. 

3.  United  Transportation  Union  v. 

Lono  Island  R.R. .  455  U.S.  678  (1982),  attempts 

to  refine  concept  of  traditional   government 

functions  but   rejects  historical   test.    Is 

borrowing  by  municipality  always  a  "traditional 
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function?"   Can  it  be  uihen  proceeds  are  used 

for  "traditional**  purposes? 

4.  Federal  Eneroy  Regulatory  Comm.  v. 

Mississippi ■   456   U.S.   742   <1982),   upheld 

federal   1  aui   requiring   state   public   utility 

regulatory  commissions  to  consider,   but   not 

adopt,   certain   rate   and   regulatory   schemes 

designed  to  save  energy. 

5.  EEQC  V.  Ulyomino,  103  S.Ct.  1054 

(1983),   upholds   application   of   federal   Age 

Discrimination  in  Employment  Act  to  state  and 

local  governments.   Majority  opinion  suggests 

key   to   immunity   issue   is   uihether   federal 

intrusion   threatens  separate  and   independent 

existence  of  state. 

C.  Garc  i  a  expressly  overrules  Usery  and 

declares  that  tests  articulated  in  prior  cases 

to  determine  scope  of  state  and  local  immunity 

have  proven  unuiorkable. 

Governmental/proprietary,    **historical  ,"    and 

"necessary**   tests   all   considered   to   have 

logl cal  shor tcomi  ngs. 

1.  Majority  suggests  that  these  tests 

should  fail  because  they  invite  Judiciary  to 
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substitute  its  own  Kfieu$%  for  those  of  states 
and  thus  -frustrate  independence  of  states.  Odd 
reasoning  in  light  of  context  —  here  Court 
permits  Congress  increased  latitude  to 
interfere  with  delivery  of  services  by  states 
and  1 ocal i  t  i  es. 

2.  Safeguards  for  states  lie  in  the 
political  process  —  Congress  composed  of 
representatives  of  states,  not  of  federal 
government.  Success  of  political  process  in 
protecting  autonomy  of  states  is  evident,  to 
the  majority,  in  plethora  of  federal 
legislation  that  directs  federal  reveues  into 
state  treasuries. 

3.  Any  role  left  for  the  judiciary? 
Majority  suggests  that  some  constitutionally 
imposed  constraints  remained  on  Congress  that 
could  be  enforced  by  Judiciary.  But  majority 
refuses  to  identify  what  these  might  1  ooi<  like. 

D.  Municipal  bond  implications  of  Garc  i  a  ■ 

Since  Congressional  acts  are  deemed  to  reflect 

a   political    process    in   which    state 

representatives  impose  burdens  on  the  states. 

themselves,   any   withdrawal   of   federal   tax 
128 


exemption,    or    increase    in   federal    regulation   of 

bond  market  would   appear    to  pass   constitutional 

■scrutiny.       Recent    limits    placed   by    Congress    on 

used    of     bond    proceeds    would    seem     to     survive 

Tenth   Amendment    claims. 

E.        South    Carolina    v.    Reoan,     104    S.Ct. 

1107     <1984)     as    sequel.        After    passage    of    Tax 

Equity    and    Fiscal     Responsibility    Act    of     1982, 

requiring     that     tax-exempt     municipal      bonds     be 

issued      in      registered      form,       South      Carolina 

brought         action         to        declare         provision 

unconstitutional       as       applied       to      general 

obligation    bonds.       State    argues    that    provision 

violates   states^    "essential    power"    of    borrowing 

by     dictating    a    specific     form    of     issuance     for 

its      general       obligation      bonds;       taxation      of 

municipal       bonds      constitutes      a      tax      on       the 

issuers        themselves,         thereby        violating 

intergovernmental      tax     immunity    established     in 

Pollock    V.    Farmers^    Loan    &   Trust    Co.,    157    U.S. 

429    (1895).      Government    contends   only    that    suit 

is     barred    by    Ant i -Injunct i on    Act.        Court     says 

An  t  i -Injunct  i  on      Act      does      not      bar      the      suit 

because    there     is    no    effective    alternative    for 
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challtnging  the  validity  of  the  tax  and  permits 

-filing   of   complaint    in    its   original 

Jurisdiction.   Court  appoints  Special  Master  to 

develop  facts,  as  if  demonstration  by  the  state 

of  certain  level  of  financial  injury  will  give 

rise  to  constitutional  claim.   Unclear  whether 

this  analysis  survives  Garci  a. 

F.  Supreme  Court  solicitude  for  municipal 

action  also  tested  in  Town  of  Hal  lie  v.  City  of 

Eau  Claire.  105  S.Ct.  1713  (L985) . At  issue  there 

was  extent  to  which  municipalities  could  share 

immunity  of  states  from  federal  antitrust  laws 

under  Parker  v.  Brown.  317  U.S.  341   (1943). 

Prior  decisions  had  suggested  that  antitrust 

immunity   of   states   could   be   shared   by 

municipalities  only  where  there  was  a  clearly 

articulated   state   policy   for   municipal 

anticompetitive   regulation.     Prior   opinions 

also  suggested  that  state  would  also  have  to 

supervise  activity  for  the  exemption  to  apply. 

These    standards    suggested    a    narrow 

interpretation  of  municipal  powers  and  adhered 

to   doctrine    that   municipalities    lack 

sovereignty  of   the   state.    Town   of   Hal  1 i  e 
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grants  slightly  more  solicitudt  to 
municipalities.  Holds  that  state  articulation 
o-f  anticompetitive  policy  does  not  have  to  be 
express.  Here,  general  statutes  authorizing 
municipalities  to  choose  which  unincorporated 
areas  receiK^e  city  serv;ices  are  sufficient 
insofar  as  they  "clearly  contemplate" 
ant  i  compet  i  1 1  v;e  conduct.  Court  rejects  need 
for  "active  state  supervision"  where 
anticompetitive  actor  is  a  municipality  once  it 
is  clear  that  action  is  pursuant  to  state 
authorization.  No  threat  of  pursuit  of  private 
interest.  Little  threat  of  pursuit  of  purely 
paroch  ial  interest. 

1.  Somewhat  confusing  distinction  between 
private  parties  and  municipalities.  Each  can 
be  expected  to  act  out  of  self-interest.  Ulhere 
municipal  action  affects  only  municipal 
constituents,  political  process  should  ensure 
proper  action,  if  Court  was  right  in  Garc  i  a. 
That  is  arguably  the  case  in  Communi  ty 
Communications  Co.  v.  City  of  Boulder.  455  U.S. 
40  <1982>.   May  want  state  supervision  where 
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municipal  action  affects  nonresidents  as  was 
the  case  here. 

II.    Development*  in   the   Interpretation   o-f 
"Publ ic  Purpose". 

A.  History  —  Railroad  aid  bonds  — 
typically  general  obligation  bonds  backed  bx 
faith  and  credit  (taxing  power)  of  issuer. 
Subsequent  to  railroad  collapses,  public 
purpose  requirements  were  included  in  state 
constitutions  explicitly,  or  Inferred  from 
other  constitutional  clauses,  or  inferred 
judicially  from  "organic"  law. 

B.  Criteria  of  "Public  Purpose"  ~  V^erbal 
formulas  are  necessarily  ambiguous  ancj 
difficult  to  apply  in  borderline  cases. 
Judicial  articulation  of  standards  doesn^t  help 
much:  "the  promotion  of  the  public  health, 
safety,  moral,  security,  prosperity, 
contentment  and  the  general  welfare  of  all  the 
inhabitants;"  "a  purpose  or  use  necessary  for 
the  common  good  and  welfare  of  the  people;" 
"confers  direct  benefit  of  reasonably  general 
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character     as    distinguished    -from    a    remote     and 
theoretical    benefit." 

C.    Standards   applied  by   courts; 

1.  Historical  expansion  of  scope  of 
publ i  c    purpose . 

2.  Relationship  between  proposed 
activity  and  "traditional"  governmental 
f unct  i  ons. 

3.  Effect  of  legislative  finding  of 
public  purpose  on  the  scope  of  Judicial  review. 
See    discussion   of  M  i  dk  i  f  f .    infra. 

4.  (Implicitly)  Availability  of 
private  capital  for  proposed  activity  (public 
goods    theory   and  mari<et    failure). 

5.  Relationship  between  "public 
purpose"  and  "public  use"  -  standard  for 
invocation    of    eminent    domain    power. 

a.     Some    courts    use    phrases 

interchangeably,    e.g.,    Supreme    Court    of    United 

States    in    Hawaii     Housing   Authority    v.    liidkiff. 

104     S.Ct.      2321      (1984),      upholding     against      a 

federal        constitutional        challenge        state 

legislation      that      permitted      Hawaii       to       take 

private      property      and      transfer      it      to      other 
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private  parties.  Court  uses  phrases  "public 
purpose"  and  "public  use"  interchangeably 
throughout  opinion  as  if  same  standard  governs 
both. 

b.  Othe  ^  rC'Urts  construe  public 
use  more  narrowly ,  statin'g  that  Just  because  a 
project  Mould  satisfy  a  public  purpose  does  not 
necessarily  mean  that  it  can  be  implemented 
through  use  of  eminent  domain  poiMer.  Ci  ty  o-f 
Owensboro  v.  McCormick.  581  S.W.2d  3  <Ky.  1979) 
(invalidating  act  permitting  taking  of  private 
property  for  industrial  development;  court  says 
program  that  satisfies  "public  purpose"  cannot 
necessarily  be  implemented  by  "public  use" 
eminent  domain  poiMer);  Pol  e town  Ne  i  ohborhood 
Council  V.  City  of  Detroit  ,  410  Mich.  616,  304 
N.W.2d  455  (1981)  (condemnation  of  land  for 
conveyance  to  private  corporation  upheld  as 
public  purpose;  dissent  argues  that  public 
purpose  is  more  restrictive  than  public  use). 

III.    Federal  role   in  definition  of  "public 


purpose . 


II 
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A.  Mi  dk  i  ii  suggests  federal  law  plays 
little  role  in  defining  the  scope  of  "public 
purpose."  On  challenge  to  whether  public  use 
requirement  of  Fifth  Amendment  invalidates  land 
redistribution  plan.  Supreme  Court  applies 
principle  of  Berman  v,  Parker,  348  U.S.  26 
(1954).  Under  that  case,  "when  the  legislature 
has  spoken,  the  public  interest  has  been 
declared  in  terms  well-nigh  cone  1  usi  ^;e  . " 
Courts  are  not  to  interfere  with  legislatii^e 
determinations  of  public  use  "unless  the  use  be 
palpably  without  reasonable  foundation."  Here 
nothing  palpitated.  Reduction  of  oligopoly 
power  constitutes  classic  use  of  state  power. 

IV.  "Public  purpose"  and  the  use  of  general 
obligation  bonds.  Definition  of  "public 
purpose"  has  taken  on  new  urgency  as 
municipalities  have  begun  to  place  their  credit 
behind  enterprises  heretofore  financed 
primarily  through  industrial  rei^enue  bonds  or 
through  private  financing.  In  effect, 
municipalities  have  increasingly  engaged  in 
same   type   of   financing   that   generated 
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deMelopment  o-f  public  purpose  restrictions  a 

century  ago. 

A.  Common  Cause  v.  State  of  Maine,  455 

A. 2d   1   (Me.   1983).     State   entered   into 

agreement  Mith  private  concern,  BlUii  and  with 

city  of  Portland  whereby  state  would  obtain 

title  to  floating  dry  dock  to  be  developed  and 

used  by  BIU  at  state  pier  in  Portland.   State 

was  to  transfer  title  to  pier  to  city  for  S4.6 

million.   State  was  to  assist  in  rehabilitation 

of  dock  for  approximately  %\5    million.    BIU 

received   exclusive  right  to  use  dry    dock  for 

40  year  without  rent  or  obligation   to  repay 

state  for  renovation  expenses.   City  and  state 

were   to  finance   their  financial   obligations 

through  issuance  of  general  obligation  bonds. 

Proposal   for   bonds   approved   by   voters   in 

referendum.     Thus,   major   differences   from 

industrial  revenue  bonds. 

1.  Plaintiffs  argued  for  construction 

of  public  purpose  that  would  limit  its  scope  to 

projects  that  directly  benefit  the  public  or 

that  produce  goods  or  services  available   to 

entire   public.     Court   rejects   formal istic 
136 


interpretation  or  rigid  guidelines  for  public 

purpose.    Defers  to  legislative  findings  and 

looks  to  "potential  for  extensive,  long-term, 

-favorable  economic  impact."  Finds  that  project 

Mill   improve   commerce   and   create   Jobs, 

generating  sufficient   tax   revenues  to  repay 

staters  j  n vestment . 

2.  Court  rejects  challenge  to  plan 

under   lending   of   credit   clause   of   state 

constitution.   Court  finds  that  prohibition  was 

intended   dto   "proscribe   suretyship   or   loan 

guarantee   arrangements,   not   to   affect   the 

ability  of  the  state  itself  to  contract  debt." 

Since  state  here  was  issuing  general  obligation 

bonds,  thus  incurring  debt  on  its  own  behalf, 

constitutional   prohibition   is  not   triggered, 

even  though  bond  proceeds  are  used  on  behalf  of 

a  private  enterprise.   Curious  opinion  in  that 

it  suggests  constitutional  prohibition  applies 

more  stringently  to  contingent   liability  of 

state   than   to   direct   liability   of   state. 

Opinions   in  other   Jurisdictions  have   upheld 

industrial  development  bond  acts  against  loan 

of  credit  challenges  on  basis  that  state  had  no 
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liability  at  all  sine*  bonds  issued  under  such 

acts  were   payable   solely   from  revenues   of 

subsidized  project. 

B.  City  of  Charlottesville  v,  DeHaan,  323 

S.E.2d  131  (Ua.  1984).    City  seeks  to  issue 

general   obligation   bonds   to  assist   private 

developer    of    privately   owned   convention 

center-hotel  complex.    Court  determines  that 

public  purpose   is  sufficient  because  private 

benefit   is   not   the   "animating"   or   primary 

purpose  of   the  project.    Court  notes   that 

project  has  been  approved  by  legislative  bodies 

of   city,   county   and   state   and   rejects 

invitation   to   intervene.     Rejects   loan   of 

credit  challenge  on  theory  that  public  purpose 

finding  is  necessarily  determinative  on  loan  of 

credit  issue  as  well. 

C.  State  ex  rel  .  HcLeod  v.  Riley.  278 

S.E.2d  612  <S.C.    1981).    State  legislation 

authorizes   issuance   of   general   obligation 

bonds,  proceeds  of  which  are  to  promote  alcohol 

fuel  development.   Legislature  makes  explicit 

finding  of  public  purpose.    Court  appears   to 

say  that  no  sufficient  public  purpose  exists 
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because  the  proposed  benefit  to  the  public  is 
too  "indirect  and  speculative."  Court  also 
finds  that  program  violates  constitutional  ban 
on  lending  of  credit.  See  industrial 
development  bond  discussion,  i  nf ra. 

D.  Byrd  v.  County  of  Florence,  315  S.E.2d 
804  (S.C.  1984).  Ordinance  authorizing 
issuance  of  general  obligation  bonds  for 
acquisition  and  development  of  industrial  park 
ruled  unconstitutional  for  failure  to  serve 
public  purpose.  Court  had  previously  approved 
industrial  revenue  bonds  as  serving  public 
purpose;  says  different  standard  must  apply 
where  general  obligation  bonds  are  involved. 
IHere,  public  benefit  is  too  speculative  in  that 
project  (Aias  not  completed  and  occupants  of  park 
had  not  been  identified;  too  much  risk  on 
public.  Candid,  \i  dubious,  alteration  of 
public  purpose  standard  to  reflect  exposure  of 
publ i  c  f 4  sc  . 

E.  State  ex  rel.  Ryan  v.  City  Council  of 

Gahanna.  9  Ohio  St.   3d  126,  459  N.E.2d  208 

(1984).    Suit  to  enjoin  issuance  of  general 

obligation  bonds  intended  to  implement  urban 
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deMelopment  plan.  City  passes  ordinance 
pledging  its  faith  and  credit  to  payment  of 
bonds  and  levies  (but  does  not  collect) 
additional  tax  to  pay  bonds.  Court  enjoins 
issuance.  City  passes  new  ordinance 
incorporating  same  provisions  and  issues  bonds. 
1.  Court  says  bonds  are  invalid  under 
constitutional  prohibition  against  union  of 
public  and  private  credit;  permits  issuance  of 
bonds  intended  to  improve  economy  only  if  taxes 
are  not  obligated  for  payment.  Since  purpose  of 
bond  issue  was  to  permit  development  of 
industrial  park,  prohibition  is  violated. 

2.  Court  states  that  it  is  only  the 
explicit  pledge  of  tax  revenue  that  invalidates 
the  bonds:  "If  only  the  full  faith  and  credit 
of  the  City  .  .  .  had  been  pledged"  and  no 
pledge  of  earmarked  tax  revenues  had  been  made, 
no  constitutional  violation  would  have 
occurred. 

V.     Reexamination   of   "Public   Purpose"   for 
Revenue  Bonds 
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A.  Typically,  courts  apply  public  purpose 
requirement  to  any  borrowing,  whether  security 
•for  bonds  is  general  revenues  or  spec  i -fie 
revenue  stream  of  project  -financed  with  bond 
proceeds.  But  see  Faulconer  v.  City  o-f 
Danville,  313  Ky.  468,  232  S.W.2d  80  <1950>. 
Recent  cases  suggest  increasing  restrictions  in 
this  area. 

B.  State  ex  rel  ,  HcLeod  v,  Riley.  278 
S.E.2d  612  (S.C.  1981).  In  addition  to  general 
obligation  bonds  discussed  above,  state 
authorized  issuance  o-f  Industrial  revenue  bonds 
•for  computer  and  o-f-flce  -facilities.  Court  says 
that  to  satisfy  public  purpose  undertaking  must 
provide  more  than  remote  or  indirect  public 
benefit.  Funds  proposed  here  would  solve  no 
problems  confronted  by  sub  stantial  numbers  of 
the  public.  Legislative  findings  that 
commercial  development  will  serve  public 
purpose  deemed  to  "have  no  magical  quality." 

C.  Purvis  V.  City  of  Little  Rock.  282  Ark. 

102,  667    S.U.2d  936,  rehearing  denied  282  Ark. 

101,  669  S.UI.2d  900   <1984>.    Tourism  bonds, 

proceeds  of  which  were  to  finance  construction 
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of  mot^l ,  d^^m^d  by  majority  of  court  to  fail 
public  purpose  tast.  Plurality  also  appaars  to 
datarmina  that  iaauanca  of  ravanua  bonds  must 
ba  pracadad  by  dabt  a 1  act  ion.  On  rahaaring 
pat  it  ion,  court  "clarifiaa"  prior  opinion  to 
atata  that  whara  city  owns  rauanua  producing 
facility  of  a  ganuinaly  public  natura  no  bond 
a I  act  ion  ia  raquirad  prior  to  iaauanca  of  bonds 
uaad  to  improua  facility. 

D.  Brflwn  Vt  LgnQldttii  420  so.  2d  7\  (ai*. 

1982).  City  aaaka  to  iaaua  rauanua  bonda  to 
financa  construction  of  ratail  aatabi iahmant. 
Court  finds  ratail  antarprisas  not  includad  in 
amandmant  to  stata  constitution  authorizing 
issuanca  of  ravanua  bonds.  Concludas  that  such 
bonds  would  not  sarua  a  "significant"  public 
purposa. 

E.  Raasons  for  narrow  constructions  of 
"public  purposa"  by  contamporary  Judiciary. 


V^I .  Racant  Dava lopmants  in  UPPSS  Litigation. 

A.    Danial    of    cartiorari     in    Chamical    Bank 
Vt     PUP    Nfft i     of     Ban  ton     County     (appaal     from 

Chamical     Bank     u,     UPPSS,     99    Uash.2d     772,     666 
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p. 2d  329  (1983),  102  Wash. 2d  874,  691  P. 2d  524 

(1984).   Chemical  Bank,  UIPPSS,  and  amici  argue 

that  ioMalidation  of  take  or  pay  obligation  by 

Supreme  Court  of  Uashington  without  providing 

any  remedy  for  bondholders  constitutes  a  taking 

by  making  sudden  change  in  state  law  and  by 

failing   to   recognize    that   municipalities 

induced  extension  of   credit  by  bondholders. 

Petitioners  also  claim  violation  of  due  process 

for  failure   of  Washington  Supreme   Court   to 

order  hearing  on  issue  of  control  of  projects 

and   for   failure   to   provide   pre-issuance 

declaration  re;  validity  of  Agreements  deemed 

impermissible  by  the  Court.   Takings  claim,  if 

accepted,  would  open  broad  base  of  liability 

for   issuers   of   bonds   subsequently   ruled 

inval i  d. 

B.    Respondents    argue    that    Takings    Clause 

does    not     apply     to    jw-:,  interpretations    of 

laui,     but     only     to     exercise     of     eminent     domain 

power;     Takings     claim      implicates     an      admitted 

property       right       while         issue        here        was 

determination     of     existence     of     such     a     right. 

Respondents      also       argue       that      Washington 
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decisions  i0fr^  consisttnt  with  longstanding 
narrow  construction  o«f  municipal  powars  and 
homa  rula  powar,  aa  avidancad  by  apaci<fic  "taka 
or  pax"  lagialation  In  othar  Juriadictiona. 
Only  changa  in  law  banafittad  bondholdara  in 
that  it  parmittad  participants  to  baar  riak  of 
failura  if  thax  "control  lad"  tha  projactsy  •^^•n 
without  ownarahip  intaraatf  navarthalaa*, 
Washington  Suprama  Court  rulad  that  such 
control  was  lacking  hara.  Raspondants  furthar 
claimad  that  any  inducamant  cama  from  UPP88  or 
bond  counsal  opinion,  not  from  participants. 
No  dua  procass  claim  bacausa  lack  of  control 
was  claar  from  faca  of  documants,  so  no 
aMidantiary  haaring  was  nacassarxi  pra*issuanca 
validation  was  aval  labia  in  form  of  tast  cama 
or  mandamus  procaading. 

C.  City  of  Sprinoflald  u,  MPPSS,  792  F.2d 
1423  (9th  Cir.  1989).  Participant  In  WPP88 
projacts  not  involvad  In  dafault  saa« 
daclaration  that  it  had  authority  to  antar  "nat 
billing"  arrangamant  with  UPPSS  and  Bonnavilla 
Powar  Administration.  Court  'finds  that  BPA  or 
Unltad  Statas  took  dry-hoi  a  risk  and  that 
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participants  will  •ithvr  rvc^iv*  •Metrical 
powvr  or  refund  (credit)  from  BPA  in  r^spvct  of 
pmymvnts  to  UPP88.  Tvrms  and  obligations  undvr 
agrvvmvnts  ar*  uniformly  int*rpr*t*d. 
Authority  of  thos*  tvrms  and  obligations  is  a 
matter  of  stat*  law.  Sine*,  howvMvri  thvs* 
ar*,  from  participants^  pvrspvctiv*, 
••••ntially  contracts  for  purchase  of 
•l^ctricitXy  nothing  in  stats  court  opinions 
invalidating  "taks  or  pax"  arrangsmsnts 
•uggssts   "nst   billing"    is   impsrmissibls. 

E.  Stats  court  opinions  rsi  liability  of 
stats  for  acts  of  WPPSSf  fsdsral  sscuritiss 
1  i  ti  gat  ion. 
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This  past  year  has  seen  a  number  of  changes  and  pro- 
posals evolve  in  the  t£uc  law  applicable  to  tax  exempt  bonds. 
Some  of  these  ideas  as  implemented  in  transactions  have  been 
more  gutsy  than  sophisticated;  however,  none  has  been  or 
could  possibly  be  more  tumultuous  than  the  President's  Tax 
Proposals  for  Fairness,  Growth  and  Simplicity  ("Treasury  II") 
which  would  drastically  curtail  the  availability  and  benefits 
of  t2uc  exempt  borrowing.  Whether,  when  and  how  much  of 
Tre2isury  II  will  eventually  become  law  are  questions  to 
which  there  are  obviously  no  answers  at  this  time.  The 
House  of  Representatives  Ways  and  Means  Committee  as  well  as 
the  Senate  Finance  Committee  are  currently  holding  hearings 
on  these  questions.  Although  and  perhaps  because  it  is 
impossible  to  predict  what  the  laws  will  be  in  1986  and 
beyond,  it  is  already  abundantly  clear  that  the  number  of 
trauisactions  to  be  consummated  in  the  last  six  months  of 
1985  will  far  exceed  the  extraordinary  number  of  transac- 
tions closed  in  the  last  six  months  of  1984.  Few,  if  any, 
issuers  and  bankers  will  take  the  proposed  transition  date 
of  January  1,  1986  lightly  thereby  causing  intense  desire 
and  pressure  to  close  threatened  transactions  in  1985  rather 
than  risk  the  wrath  of  Treasury  II  after  December  31,  1985. 

Although  Treasury  II  has  been  the  most  recent  major 
event  in  the  tauc  law,  other  events  and  types  of  transactions 
this  past  year  have  made  the  year  interesting.  These  can 
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be  divided  into  four  categories;  legislation,  regulations, 
court  decisions,  and  transactional  events. 
A.   Legislation 

The  Tax  Reform  Act  1984  was  part  of  this  PLI  prograun 
last  year  so  a  complete  discussion  of  this  can  be  found  in 
last  year's  materials.   As  with  most  tax  legislation,  and 
particularly  recent  tax  legislation  which  often  is  hurriedly 
written  and  enacted,  technical  flaws  are  noted  and  need 
correction.  To  this  end,  the  Technical  Corrections  Bill  of 
1985,  H.R.  1800  and  S.814,  is  slowly  progressing  through  the 
tax  writing  committees  of  Congress  with  a  mark-up  session 
scheduled  for  late  August,  although  rumors  are  that  there 
will  be  slippage  in  this  date.   (It  even  may  be  combined  with  the 
Administration's  Tax  Proposal.) 

The  Technical  Corrections  Bill  (the  "Bill")  %90uld 
clarify  ministerial  reporting  requirements  regarding  housing 
policy  statements  required  to  be  published  by  issuers  of 
single  family  bonds.   (Section  161.)   The  Bill  would  also 
expand  on  and  correct  clerical  errors  relating  to  the 
qualified  mortgage  credit  certificate  program.   (Section 
162.)   Various  rifle  shot  exceptions  to  the  Tax  Reform  Act 
1984  are  fixed.  (Section  163.) 

One  of  the  more  general  cures  proposed  by  the  Bill 
deals  with  the  application  of  the  state  voliime  cap  and  the 
manner  in  which  a  state  may  utilize  a  portion  of  its  volume 
cap  to  finance  facilities  located  outside  its  boundaries. 
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Facilities  located  outside  a  state  and  to  which  a  state  may 
allocate  a  portion  of  its  volume  limitation  include  (1) 
otherwise  eligible  sewage  and  solid  waste  disposal  facili- 
ties or  facilities  for  the  local  furnishing  of  electric 
energy  or  gas  (Section  103(b)(4)(E));  (2)  otherwise  eligible 
facilities  for  furnishing  of  water  (Section  103(b) (4) (G) ) ; 
and  (3)  qualified  hydroelectric  generating  facilities 
(Section  103(b)  (4)  (H) )  •   In  the  case  of  sewage  and  solid 
waste  disposal  facilities,  the  determination  of  a  state's 
use  of  a  facility  is  based  on  the  percentage  of  the  facili- 
ty's total  treatment  provided  to  the  state  (and  its  resi- 
dents) •   In  the  case  of  facilities  for  the  local  furnishing 
of  electric  energy  and  gas,  facilities  for  the  furnishing  of 
water,  and  qualified  hydroelectric  generating  facilities, 
the  determination  of  use  is  based  upon  the  share  of  the 
output  of  the  facility  received  by  the  state  (and  its 
residents)  •   These  clarifications  are  effective  for  bonds 
issued  after  the  date  of  the  bill's  enactment.   Section 
164(a).) 

The  airport  lobby  has  effectively  pointed  out  the 
problem  of  volume  cap  facing  it  under  the  Act.   Whereas 
publicly  owned  airports,  docks,  wharves,  mass  commuting 
facilities,  convention  and  trade  show  facilities  are  exempt 
from  the  state  volume  cap,  the  Act  requires  that  all  the 
property  forming  part  of  the  facility  be  publicly  owned. 
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Since  airports  often  have  privately  owned  property  as  part 
of  the  facility  complex,  the  Act  would  preclude  any  financing 
for  part  of  the  facility  unless  the  financing  obtained  a 
volume  cap  allocation.  The  Bill  would  correct  this  by 
excluding  from  the  volume  cap  requirements  obligations  for 
these  facilities  if  just  the  property  to  be  financed  by  the 
obligations  is  publicly  owned.   (Section  166(c).} 

A  real  "sleeper"  in  the  Act  is  the  Consumer  Loan  Bonds 
provision  contained  in  Section  103 (o) .   In  order  to  give 
this  provision  higher  visability,  the  title  is  changed  in 
the  Bill  to  "Private  Loan  Bonds."   (Section  166(a).)   See 
infra  for  discussion  of  this  provision. 

Perhaps  the  biggest  uproar  with  regard  to  the  "technical 
amendments"  proposed  by  the  Bill  concerns  the  transition 
rule  provisions  of  the  Act.   The  drafting  of  original 
Section  631(c)  of  the  Act  describing  transition  rules  for 
ongoing  projects  left  many  confused  and  with  valid  arguments 
supporting  different  interpretations  of  these  provisions. 
The  Bill  would  clearly  define  these  transition  rules. 

The  grandfather  or  transition  rule  of  Section  631(c)(3) 
was  interpreted  by  many  as  providing  protection  from  all  the 
new  rules  imposed  by  the  Act,  other  than  the  volume  cap 
requirements,  for  all  obligations  with  respect  to  facilities 
which  either  were  (a)  new  property  the  construction,  re- 
construction, or  rehabilitation  of  which  began  before 
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October  19,  1983,  or  (b)  were  facilities  with  respect  to 
^ich  a  binding  contract  to  incur  significant  expenditures 
was  entered  into  before  October  19,  1983.   Those  reaching 
this  conclusion  concluded  that  Section  631(c)(3)  entitled 
"Exceptions"  was  an  exception  to  the  general  rule  of  631(c) (1) 
which  states  "Except  as  otherwise  provided  in  this  subtitle, 
the  amendments  made  by  this  subtitle  apply  to  obligations 
issued  after  December  31,  1983"  and  not  just  to  the  pro- 
visions of  the  Act  which  did  not  have  their  own  internal 
effective  dates.   Those  with  their  own  internal  effective  dates 
are  Section  624  (the  arbitrage  rebate  rule) ,  Section  625 
(the  consumer  loan  bond  provision) ,  Section  626  (the  student 
loan  bond  provision)  and  Section  628 (a)  (the  extension  of 
the  Code  to  Puerto  Rico  and  possession  obligations) ) . 

Section  169(a)  of  the  Bill  would  clarify,  or,  if  the 
reader  disagrees  with  this  as  a  technical  correction,  would 
modify  the  tremsition  rule  of  Section  631(c)(1)  and  (3)  in 
two  significant  respects: 

(1)   Limitation  of  Section  631(c)(1)  to  Specific 
Sections.   Section  169(a)(1)  would  delete  "made  by  this 
subtitle"  in  Section  631(c)(1)  of  the  Act  and  would 
insert,  in  lieu  thereof ,  "made  by  Sections  622,  623, 
627,  and  628(c),  (d) ,  and  (e)  (and  the  provisions  of 
Sections  625(c),  628(f),  and  629(b))."   Section 
169(a) (2) (A)  would  delete  "amendments  made  by  this 
subtitle  (other  than  section  621)"  in  section 
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631(c)(3)(a)  and  insert,  in  lieu  thereof,  "amendments 
(and  provisions)  referred  to  in  paragraph  (1)."  The 
effect  of  these  proposed  changes  would  be  to  limit 
application  of  the  transition  rule  of  Section  631(c)(3) 
to  the  sections  of  the  Act  specified  in  the  proposed 
amendment  which  did  not  have  there  own  internal 
effective  date.   Those  with  their  own  internal  effec- 
tive date  would  not  be  altered  or  smoothed  by  a 
transition  rule.  This  change  would  be  effective  as  of 
July  18,  1984,  the  date  of  enactment  of  the  Act. 
As  a  practical  matter,  the  limitation  of  Section 
631(c) (3)  to  specified  sections  primarily  affects  consumer 
loan  bonds,  i.e.,  bonds  which  are  not  IDBs  because  they  fail 
the  25%  test  is  some  regard  but  which  do  make,  directly  or 
indirectly,  loans  to  nonexen^t  persons  to  the  extent  of  5% 
of  the  proceeds.   A  further  definition  or  description  of 
consumer  loan  bonds  has  not  been  forthcoming.   Some  counsel 
are  applying  the  standards  of  Rev.  Proc.  75-21,  75-1  C.B.  715 
(i.e.,  at  least  20%  residual  life  and  value)  to  "take-or-pay 
contracts"  to  conclude  that  a  loan  has  not  been  made  to  the 
nonexempt  person.   In  fact,  after  the  Bill  was  introduced 
one  municipal-owned  utility  revised  its  teJce-or-pay  contract 
with  a  nonexempt  purchaser  of  power  to  satisfy  Rev.  Proc. 
75-21. 


154 


I 


In  addition  to  the  above  described  utility  example, 
there  are  many  other  obligations  outstanding  that  helped 
finance  projects  by  nonexempt  users  in  a  way  that,  for  tax 
purposes,  would  deem  the  user  to  be  the  owner  of  the  project 
(and  hence  a  borrower  of  bond  proceeds) .   For  example, 
medical  office  buildings  and  airport  facilities  financed 
with  more  that  5%  but  less  than  25%  of  the  proceeds  of  an 
issue  and  long  term  leased  to  occupants  (or  actually  owned 
by  the  nonexempt  developer  or  occupant)  might  cause  an  issue 
to  qualify  as  a  consumer  loan  bond  and  hence  be  taxable. 
Even  if  these  obligations  were  issued  before  the  effective 
date  of  the  Act  (July  18,  1984),  the  obligations,  even  if 
commercial  paper  or  short  term  bond  anticipation  notes, 
could  not  be  refunded  now  if  the  new  issue  would  constitute 
a  consumer  loan  bond. 

(2)   Limitation  of  Section  631(c)(3)  to  Projects 
Under  Construction  of  Under  Binding  Contract  on 
October  19,  1983.   Section  169(a)(2)  would  add  addi- 
tional language  to  Sections  631(c) (3) (A) (i)  and  (ii)  to 
require,  in  effect,  that  construction  of  a  project  be 
underway  on  October  19,  1983  or  that  some  expenditures 
pursuant  to  a  binding  contract  entered  into  before 
October  19,  1983  be  made  after  such  date.   By  its 
terms,  this  change  would  be  effective  with  respect  to 
obligations  issued  after  March  28,  1985. 


155 


The  Bill's  second  correction  to  the  grandfather  pro- 
visions concerns  projects  that  were  under  construction  or 
under  a  binding  contract  on  October  19,  1983.  The  question 
the  Bill  deals  with  is  whether  a  refunding  of  an  obligation 
issued  for  a  project  which  was  "old  and  cold"  should  be 
permitted.   Some  of  these  refunding  obligations  were  issued 
subsequent  to  the  Act.   The  Bill's  effective  date  for  this 
clarification  is  March  28,  1985  but  the  Joint  Committee  on 
Taxation  Staff  Pamphlet  discussing  the  amendment  states  "no 
inference  is  intended  that  the  same  rules  do  not  apply  to 
obligations  issued  on  or  before  March  28,  1985." 

Consider,  for  example,  short-term  industrial  development 
bonds  issued  to  provide  interim  fineuicing  for  the  acquisi- 
tion of  an  existing  facility  where  the  acquisition  occurred 
before  October  19,  1983,  with  no  expenditures  to  be  made 
subsequent  to  that  date.   Refinancing  of  such  interim 
obligations  would,  under  the  terms  of  the  Bill,  be  precluded. 
Such  a  change  in  the  context  of  a  technical  corrections  act 
seems  inappropriate  although  at  least  one  interpretation  of 
the  Act  would  support  this  being  a  technical  amendment. 

In  certain  other  contexts,  the  proposed  chamge  could 
prevent  reduction  in  the  amount  of  tax-exempt  interest 
payable  in  the  future.  Consider,  for  example,  an  outstanding 
issue  of  high  coupon,  long-term  industrial  development  bonds 
issued  in  1981,  more  than  25%  of  the  proceeds  of  which  were 
applied  to  the  acquisition  of  land.  Under  existing  law. 
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such  bonds  could  be  refunded  to  a  lower  interest  rate  only 
if  the  outstanding  bonds  are  paid  within  six  months  of 
issuance  of  the  refunding  bond.   The  Bill  would  preclude 
even  a  current  refunding  of  such  bonds,  assuming  construe- 
t:ion  of  the  1981  project  was  completed  prior  to  October  19, 
1983.   It  is  difficult  to  perceive  any  sound  policy  objec- 
t:ive  being  serviced  by  the  prohibition  of  a  current  re- 
funding of  outstanding  high  coupon  bonds  to  a  lower  interest 
rat:e  merely  because  more  than  25%  of  the  proceeds  of  the 
out:standing  bonds  were  applied  to  the  purchase  of  land. 
B.    Regulations 

The  two  major  sets  of  regulations  which  were  issued  as 
Proposed  and  Temporary  Regulations  concern  the  Act  and  more 
specifically  the  volume  cap  allocations  and  carryover  rules. 
Regulation  Section  1.103(n),  and  the  arbitrage  rebate  rules 
Regulation  Section  1.103-15AT. 

1.  Volume  Cap  Regulations.  The  volume  cap  regulations 
were  issued  in  Question  and  Answer  format.   On  December  25, 
1985,  several  of  the  questions  dealing  with  carryover 
elections  were  amended  to  provide  greater  leeway  for  1984  by 
granting  carryover  election  approval  to  February  26,  1985. 

2.  Arbitrage  Rebate  Regulations.   Temporary  regulations 
relating  to  the  special  arbitrage  restrictions  imposed  by 
-tlie  Act  on  industrial  development  bonds  ("IDBs")  were 
published  in  the  Federal  Register  on  January  7,  1985.   These 
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regulations  and  new  Code  Section  103(c) (6),  which  the 
regulations  interpret,  apply  to  IDBs  issued  on  or  after 
January  1,  1985  (including  refundings  of  pre-1985  issues 
such  as  commercial  paper  rollovers  and  "new  issues"  result- 
ing from  a  "reissuance") •   However,  obligations  issued  under 
Section  103(b)(4)(A)  or  under  Section  11(b)  of  the  Housing 
Act  of  1937  are  exempt  from  these  new  rules.  Violating  the 
requirements  of  Section  103(c) (6)  of  the  temporary  regu- 
lations will  result  in  the  IDBs  involved  being  treated  as 
arbitrage  bonds  from  their  date  of  issuance  so  that  the 
interest  would  be  includible  in  a  holder's  taxable  income  on 
a  retroactive  basis  (subject,  in  practice,  to  any  applic€U3le 
statute  of  limitations  on  collection  of  tax) .   Departing 
from  traditional  arbitrage  notions,  the  tenqporary  regu- 
lations expressly  provide  that  events  as  they  actually 
transpire,  rather  than  the  issuer's  reasonable  expectations 
on  the  date  of  issuance,  will  determine  whether  a  bond  issue 
satisfies  the  new  restrictions. 

New  arbitrage  rules  focus  primarily  on  two  major 
requirements:   (1)  the  rebate  requirement,  and  (2)  the  limit 
on  nonpurpose  investments. 


1.   An  inadvertent,  insubstantial  error  (e.g.,  arithroeiiic) 
that  is  corrected  within  a  reasonable  time  will  noii 
cause  the  issue  to  become  taxable. 
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a)    The  Rebate  Requirement.   In  general,  issuers  of 
IDBs  issued  on  or  after  January  1,  1985  must  rebate  all 
arbitrage  profit  earned  to  the  United  States,  even  if  such 
profit  is  earned  on  amounts  eligible  for  unrestricted 
investment  during  the  customary  three  or  five  year  "temporary 
period"  or  on  amounts  eligible  for  unrestricted  investment 
that  are  on  deposit  in  a  "reasonably  required  reserve  or 
replacement  fund."  Section  1.103-15AT(d) (1) .   Thus,  while 
the  new  restrictions  do  not  limit  the  permissible  yield  on 
acquired  nonpurpose  obligations  during  a  temporary  period  or 
when  held  in  a  debt  service  reserve  fund  (except,  in  the 
latter  case,  where  limited  to  150%  of  debt  service  as  discussed 
below)  ,  an  issue  must  rebate  the  excess  of  amounts  actually 
earned  on  nonpurpose  obligations  acquired  with  the  proceeds 
of  the  bonds  over  the  euaount  that  would  have  been  earned  if 
such  nonpurpose  obligations  had  a  yield  equal  to  the  yield 
on  the  bonds,  plus  all  income  earned  on  such  excess. 

For  this  purpose,  "yield"  is  calculated  using  as  pur- 
chase price  the  initial  offering  price  to  the  public  at 
which  a  substantial  amount  of  the  obligations  was  sold  or, 
if  a  private  placement,  the  acquisition  cost  of  the  first 
buyer.   Since  issuance  costs  and  underwriter's  discount  are 
not  permitted  to  be  deducted  from  the  purchase  price,  an 
issuer  will  be  un2U3le  to  recoup  any  portion  of  these  costs 
(except  where  the  six-month  ten^orary  period  applies,  as 
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discussed  below).   Similarly,  In  calculating  yield  on 
nonpurpose  obligations,  no  reduction  to  the  amounts  received 
on  such  obligations  Is  permitted  for  transaction  costs 
Incurred  In  acquiring,  carrying,  selling,  or  redeeming  such 
obligations.  The  term  "nonpurpose  obligation"  means  any 
security  or  obligation  In  which  the  "gross  proceeds"  of  an 
Issue  are  Invested  and  which  Is  not  acquired  to  carry  out 
the  governmental  purpose  of  the  Issue.   "Gross  proceeds" 
Includes  original  proceeds,  sinking  fund  proceeds,  pledge 
fund  proceeds.  Investment  proceeds  (Including  amounts 
received  as  Interest  on  acquired  purpose  obligations  such  as 
the  Interest  component  of  lease  payments) ,  other  amounts 
received  with  respect  to  acquired  obligations  (such  as 
principal  payments),  transferred  proceeds,  replacement 
proceeds^  and  "other  amounts  received  as  a  result  of  invest- 
ing these  proceeds."  See  Section  1.103-15AT(b) (6). 

The  Issuer  must  calculate  the  amount  of  rebate  owed  to 
the  United  States  at  least  annually  (the  year  commencing  on 
the  date  of  Issue  and  ending  one  year  later,  and  each  sub- 
sequent year,  being  a  "bond  year")  as  well  as  on  retirement 


2.   The  preamble  to  the  temporary  regulations  Indicates 
that  it  is  anticipated  that  future  regulations  will 
define  the  concept  of  replacement  proceeds  for  all 
purposes  of  Section  103(c),  potentially  expanding  the 
categories  of  replacement  proceeds  that  are  considered 
gross  proceeds. 
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of  the  last  obligation  of  the  issue.  Actual  rebate  payment, 
however,  need  only  be  made  very  five  years,  with  the  first 
payment  being  due  not  later  than  30  days  after  the  end  of 
the  fifth  bond  year  of  the  issue.   Section  1.103-15AT(e) • 
The  final  payment  is  due  not  later  than  30  days  after  the 
retirement  of  the  last  obligation  of  the  issue.  The  examples 
in  the  temporary  regulations  indicate  that  the  rebate  amount 
is  determined  on  a  cumulative  basis,  with  credit  being  taken 
for  prior  amounts  rebated.   See  Section  1.103-15AT(e) (4) 
(Examples  1  and  2)  . 

In  calculating  the  amoimt  owed  to  the  United  States, 
all  income  realized  with  respect  to  the  nonpurpose  obli- 
gations must  be  taken  into  account.   This  includes,  for 
example,  gain  or  loss  realized  on  the  disposition  of  such 
obligations.  Additionally,  if  a  nonpurpose  obligation  is 
retained  after  the  retirement  of  the  last  obligation  of  an 
issue,  any  unrealized  gain  or  loss  as  of  the  date  of  the 
retirement  must  be  taken  into  account.  Gain  or  loss  on 
disposition  or  retirement  of  an  obligation  is  calculated 
using  as  the  basis  of  such  obligation  its  fair  market  value 
on  the  date  it  becomes  a  nonpurpose  obligation.  The   effect 
of  this  rule  is  to  restrict  an  issuer's  or  borrower's 
ability  to  allocate  existing  low-yielding  securities  to  the 
bond  issue  in  order  to  come  within  yield  limitations  and 
avoid  the  rebate  requirement.   This  result  is  unlike  that 
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under  current  arbitrage  regulations,  where  allocation  of 
low*yielding  securities  to  a  bond  issue  is  permitted  and  is 
an  effective  way  to  utilize  such  investments.  Furthermore, 
if  the  bond  documents  require  continuing  revaluation  of 
accounts,  such  revaluations  must  also  occur  for  yield 
calculation  purposes.   See  Section  1.103-15AT(c) (3) . 
Section  1.103-15AT(d) (2)  and  the  accompanying  examples 
provide  further  detail  on  the  calculation  of  the  rebate 
amount  • 

There  are  three  special  rules  with  respect  to  the 
rebate  requirement.  First,  if  an  election  is  made,  earnings 
on  amounts  deposited  in  a  bona  fide  debt  service  fund  need 
not  be  taken  into  account  in  calculating  the  rebate  amount 
if  the  gross  earnings  on  such  fund  for  a  bond  year  is  less 
than  $100,000.   (Except  in  low-yielding  floating  rate 
transactions,  one  would  normally  wish  to  include  these 
nonpurpose  obligations  in  the  yield  calculation  since  it  is 
likely  that  the  negative  arbitrage  produced  by  these  obli- 
gations would  offset  positive  arbitrage  on  other  nonpurpose 
obligations,  thereby  reducing  the  amount  subject  to  the 
rebate  requirement.)   This  election  must  be  made  on  the  date 
of  issue  in  the  bond  indenture  or  a  related  document  (for 
example,  the  aribtrage  certificate)  and  is  irrevocable. 

Second,  the  rebate  requirement  does  not  apply  to  an 
issue  if  all  gross  proceeds  of  the  issue,  other  than  those 
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deposited  in  a  bona  fide  debt  service  fund,  are  expended  for 
the  governmental  purpose  of  such  issue  within  six  months  of 
the  date  of  issuance.  A  debt  service  reserve  fund  will 
generally  cause  this  six-month  exception  to  the  rebate 
requirement  to  be  unavaileU^le •   Additionally,  earnings  on 
any  unanticipated  gross  proceeds  that  arise  subsequent  to 
the  initial  six-month  period  following  an  issue,  to  the 
extent  they  exceed  the  amount  that  would  have  been  earned  if 
such  gross  proceeds  were  invested  at  the  yield  on  the  bonds, 
must  be  paid  to  the  United  States.   Otherwise,  the  rebate 
requirement  will  retroactively  apply  to  all  amounts  earned 
with  respect  to  gross  proceeds. 

Section  1.103-15AT(d) (5)  of  the  temporary  reguations 
provides  special  rules  for  determining  whether  the  proceeds 
of  a  refunding  issue  are  expended  for  a  governmental  purpose. 
Proceeds  used  to  refund  outstanding  obligations  of  an  issuer 
are  cons idered^ expended  for  the  governmental  purpose  of  the 
prior  issue.  However,  proceeds  transferred  from  the  original 
issue  ("transferred  proceeds")   are  not  considered  expended 


3.  The  Treasury  is  studying  the  possibility  of  permitting 
the  esteU^lishment  of  a  reserve  fund  if  it  is  invested 
in  SI^s  with  a  yield  no  higher  than  the  bond  yield. 

4.  Under  existing  arbitrage  regulations,  as  the  principal 
of  the  prior  issue  is  discharged,  unexpended  proceeds 
of  the  issue  become  "transferred  proceeds"  of  the 
refunding  issue  on  a  pro  rata  basis. 


163 


for  the  govemnental  purpose  of  the  original  issue  unless 
such  proceeds  are  expended  within  six  months  of  the  date  of 
the  original  issue. 

The  third  special  rule  with  respect  to  the  rebate 
requirement  provides  that  bonds  will  be  arbitrage  bonds  if  a 
"prohibited  payment"  is  made.   "Prohibited  payment"  is 
defined  as  the  payment  of  (or  agreement  to  pay)  to  a  party 
other  than  the  United  States  an  amount  required  to  be  paid 
to  the  United  States.   The  example  posed  by  the  new  regulations 
is  one  in  which  the  issuer  or  borrower  purchases  a  nonpurpose 
obligation  at  a  price  in  excess  of  its  fair  market  value 
either  to  increase  its  basis  in  the  obligation  and  thereby 
reduce  any  gain  on  its  disposition  or  to  reduce  the  yield  on 
the  obligation  to  comply  with  arbitrage  restrictions  and  at 
the  same  time  pass  the  benefit  through  to  the  issuer  or 
seller  of  the  obligation.  The  temporary  regulations  accord- 
ingly provide  that  the  excess  of  the  price  paid  over  the 
obligation's  fair  market  value  is  considered  a  prohibited 
payment.  See  Section  1.103-15AT(d) (6) (i) .   Various  certifi- 
cations are  required  if  investments  are  made  or  sold  in  the 
absence  of  an  active  secondary  market.   In  this  regard,  the 
regulations  provide  special  rules  for  certificates  of 
deposit  and  investment  contracts. 

b)    Limitations  on  Investment  in  NOnpurpose  Obligations. 
In  addition  to  the  rebate  requirement,  a  new  limit  has 
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been  imposed  on  the  amount  of  gross  proceeds  of  an  issue 
that  may  be  invested  in  nonpurpose  obligations  with  a  yield 
in  excess  of  the  yield  on  the  bonds  (e.g.,  the  investment  of 
the  debt  service  reserve  fund  in  higher  yielding  securities 
is  limited) •   Such  amount  may  not  exceed  150%  of  the  debt 
service  on  the  bonds  during  a  particular  bond  year,  and  such 
cunount  must  be  reduced  in  later  bond  years  as  the  eunount  of 
bonds  outstanding  (and  the  debt  service  on  the  issue)  is 
reduced.^   (Investments  in  lower  yielding  nonpurpose  obli- 
gations and  tax-exempt  obligations  are  not  limited.) 
Several  temporary  periods,  as  discussed  above,  are  provided 
during  which  proceeds  invested  as  described  in  the  temporary 
period  exceptions  to  existing  arbitrage  regulations  will  be 
disregarded  for  purposes  of  the  150%  limit.   See  Section 
1.103-15AT(c) (2).   For  purposes  of  determining  the  amount  of 
gross  proceeds  invested  in  nonpurpose  obligations,  each  such 
obligation  is  valued  as  if  acquired  for  its  fair  market 
value  at  the  time  it  becomes  a  nonpurpose  obligation, 
similar  to  the  rule  for  determining  the  amount  of  rebate. 

For  issues  containing  variable  rate  obligations,  yield 
and  debt  service  must  be  determined  on  the  first  day  of  each 
bond  year  in  order  to  determine  whether  the  150%  limit  will 


5.    This  assumes  that  the  amount  of  debt  service  will 

decline  as  the  principal  of  bonds  is  paid.   However, 
such  reduction  should  not  be  necessary  where  debt 
service  remains  constant  although  the  interest  and 
principal  components  shift. 
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be  met.  The  interest  rate  on  the  obligations  for  the  first 
bond  year  is  assumed  to  be  the  initial  rate  on  the  date  of 
issuance  except  that,  for  this  purpose,  the  initial  rate  that 
is  fixed  in  the  documents  as  a  guarantee  until  the  floating 
rate  mechanism  operates  may  not  be  used.  Apparently,  the 
stated  formula  for  calculating  the  interest  rate  after  such 
initial  period  must  be  utilized.  For  subsequent  bond  yeeurs, 
the  weighted  average  rate  for  the  variable  rate  obligations 
during  the  preceding  bond  year  is  used  to  establish  debt 
service  for  the  subsequent  year.   Similar  assumptions  apply 
in  determining  the  rate  of  interest  on  acquired  nonpurpose 
obligations. 

These  new  regulations  provide  a  thirty-day  grace  period 
for  each  year  for  the  purpose  of  permitting  the  issuer  to 
comply  with  these  new  investment  limitations,  although  the 
regulations  currently  require  the  calculation  itself  to  be 
performed  on  the  first  day  of  each  year.  The  thirty-day 
compliance  period  does  not  appear  to  be  available  in  a  fixed 
rate  issue.  Also,  Section  1.103-15AT(c) (5)  of  the  temporary 
regulations  contains  special  rules  that  do  not  require  the 
liquidation  of  nonpurpose  obligations  when  a  loss  in  excess 
of  the  rebate  amount  would  be  incurred  in  disposing  of  such 
nonpurpose  obligations  in  order  to  satisfy  the  150%  invest- 
ment limitation.   Because  of  this  exception  to  liquidation 
of  an  investment  portfolio  and  the  rules  regarding  the 
determination  of  what  constitutes  an  investment  for  this 
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purpose,  it  appears  advisable  for  an  issuer  to  purchase  a 
single  block  of  similar  securities  at  one  time  rather  than 
to  purchase  different  types  of  securities  or  to  purchase 
similar  securities  but  on  different  purchase  dates. 

3.   Federal  Guarantee  Regulations*  Federal  Guarantee 
Regulations  have  been  rumored  to  be  ready  for  imminent 
release  since  January,  1985.  As  of  this  date,  they  have  not 
been  promulgated.   The  question  of  whether  an  issue  is 
federally  guaranteed  and  therefore  taxable  has  been  raised 
in  a  variety  of  finsmcings.   This  prohibition,  originally 
Intended  to  stop  FSLIC-backed  housing  bonds,  was  extended  in 
the  Act.  The  determination  of  the  reach  of  this  provision 
is  awaiting  release  of  regulations.   In  the  meantime,  the 
following  types  of  obligations  have  been  suspect: 

(1)  Those  that  have  financed  real  property  of 
which  the  United  States  Government  is  a  tenant,  even  if 
only  a  minor  tenant  such  as  a  military  recruitment 
office  or  a  post  office  in  a  shopping  center  or  office 
building; 

(2)  Those  that  have  financed  factories  or  produc- 
tion equipment  where  the  federal  government  is  a 
purchaser  of  product,  either  that  product  produced  in 
or  by  the  facility  or  product  produced  by  other  facili- 
ties of  the  owner-lessor  which  generate  revenues  that 
can  be  used  for  payment  of  the  debt; 
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(3)  General  obligations  of  educational  institutions 
that  receive  "grant  money"  from  the  federal  government, 
and 

(4)  Highway  bonds  which  will  be  paid  by  the  state 
from  United  States  highway  funds  received  by  the  state 
upon  satisfactory  completion  of  construction. 

The  Joint  Committee  Report  on  the  Act,  at  Page  939, 
states  "Congress  intended  the  determination  fo  whether  a 
Federal  guarantee  exists  to  be  based  on  the  underlying 
economic  substance  of  the  transaction,  taking  into  account 
all  the  facts  and  circumstances  in  this  regard.   The  transfer 
of  risk  to  the  Federal  Government  is  a  key  element  in 
determining  whether  such  a  guarantee  exists." 

Despite  this  explanation,  informal  indications  are  that 
a  federal  guarantee  may  be  deemed  to  exist  even  when  the 
federal  government  has  no  obligation  other  than  an  obli- 
gation (i)  to  pay  for  goods  received  or  services  rendered 
(especially  if  pursuant  to  a  long  term  contract,  even  if  not 
a  take-or-pay  contract)  and  (ii)  to  reimburse  an  entity  for 
expenditures  when  such  reimbursement  is  contingent  on 
satisfactory  performance. 
C.   Judicial  Decisions 

In  Philadelphia  Gear  Corporation  v.  FDIC  (10th  Cir. 
Dec.  27,  1984)  and  William  Henry  Allen  v.  FDIC  (E.D.  Tenn. 
Oct.  24,  1984),  courts  held  that  a  bank  letter  of  credit 
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constitutes  a  deposit  insured  by  the  FDIC.   The  FDIC's 
request  for  a  rehearing  in  the  Philadelphia  Gear  case  was 
denied  by  the  full  U.S.  Court  of  Appeals  for  the  Tenth 
Circuit.   An  appeal  from  the  Allen  case  is  presently  before 
the  Sixth  Circuit.  These  decisions  have  raised  the  concern 
that  backing  by  FDIC  and  possibly  FSLIC  constitutes  a 
federal  guarantee  with  the  result  that  the  interest  on  the 
bonds  would  not  be  tax  exempt. 

Prior  to  transitional  relief  from  the  Internal  Revenue 
Service,  law  firms  took  two  approaches  to  this  problem. 
Some  concluded  that  the  language  of  Section  103(h)  of  the 
Code  together  with  the  legislative  history  concerning 
Section  103(h)  establish  that  even  if  a  letter  of  credit 
constitutes  a  deposit  insured  by  the  FDIC,  the  letter  of 
credit  does  not  constitute  a  federal  guarantee  under  Section 
103(h).   Interestingly,  after  the  IRS  issued  transitional 
relief,  some  of  these  firms  concluded  it  was  necessary  to 
adopt  a  more  conservative  analysis.  Other  firms  took  the 
position  that  while  a  letter  of  credit  insured  by  the  FDIC 
might  not  constitute  a  federal  guarantee  for  purposes  of 
Section  103(h),  the  issue  was  not  entirely  clear.  These 
firms  required  some  type  of  waiver  on  the  part  of  prospective 
bondholders  of  the  right  to  any  FDIC  deposit  insurance  which 
might  become  available.  Because  of  the  uncertainty  that  a 
waiver  by  the  bondholder  might  be  unenforceable  as  against 
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public  policy,  some  firms  adopted  the  "exploding  L.O.C." 
approach  which  required  the  trustee  and  bondholders  to  agree 
that,  without  an  opinion  of  counsel,  they  would  not  enforce 
the  L.O.C.  against  the  Issuing  bank  In  the  event  the  bank 
became  Insolvent.  Other  similar  techniques,  or  a  combination 
of  several,  were  utilized. 

In  late  March,  the  FDIC  sent  legislation  to  Congress 
addressing,  among  other  things,  the  question  of  whether  a 
letter  of  credit  Is  backed  by  FDIC  Insurance.   The  bill 
would  clarify  that  a  letter  of  credit  Issued  by  any  FDIC 
Insured  bank  Is  not  a  deposit  and,  therefore.  Is  not  backed 
by  federal  deposit  Insurance.   The  bill,  consequently,  would 
have  the  effect  of  making  It  clear  that  a  letter  of  credit 
would  not  constitute  a  federal  guarantee  under  Section 
103(h)  of  the  Code. 

The  FDIC  sponsored  bill  at  present  apparently  does  not 
contain  a  section  which  would  make  retrocactlve  the  pro- 
vision  which  excludes  letters  of  credit  from  the  definition 
of  a  deposit  covered  by  FDIC  Insurance.   If  this  provision 
Is  to  be  effective  on  date  of  enactment,  then  It  would  only 
protect  bonds  Issued  subsequent  to  that  time,  and  the  tax- 
exempt  status  of  bond  Issues  supported  by  letters  of  credit 
which  are  Issued  prior  to  that  date  would  still  be  uncertain. 

The  Service,  on  April  1  and  again  on  April  26,  announced 
that  proposed  Treasury  regulations  will  provide  that  state 
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or  local  government  obligations  issued  first  before  May  2, 
1985  and  later,  before  January  1,  1986,  and  guaranteed  by 
letters  of  credit  issued  by  banks  whose  deposits  are  insured 
by  the  FDIC  will  not  be  treated  as  federally  guaranteed 
obligations  under  Section  103 (h)  of  the  Code  solely  because 
of  the  letters  of  credit.   The  Service  stated  that  the  tax- 
exempt  status  of  obligations  issued  after  December  31,  1985 
secured  by  letters  of  credit  will  not  be  protected  by  this 
grandfather  provision  but  will  depend  on  the  state  of  the 
law  after  that  date. 

Recently,  an  associate  attorney  at  the  New  York  State 
Banking  Department  sent  a  letter,  dated  May  31,  1985,  to 
counsel  for  a  major  money  center  bank  in  New  York  which 
concluded  that,  given  the  facts  set  forth  in  a  request  letter, 
the  haiik   could  characterize  credit  enhancement  functions 
performed  for  bond  issuers  as  transactions  performed  pursuant 
to  a  "guaranty. "  The  purpose  of  the  request  was  to  avoid  the 
problems  raised  by  Philadelphia  Gear  for  the  issuance  of 
letters  of  credit  by  FDIC- insured  banks. 

Banks,  whether  national  banks  or  state-chartered  banks, 
have  powers  limited  to  those  specifically  authorized  by  the 
National  Bank  Act  or  the  respective  state  banking  law,  as  the 
case  may  be.   Although  much  has  been  written  and  the  case  law 
is  extensive,  there  has  exnerged  only  a  confused  consensus 
that  banks,  generally,  cannot  issue  guaranties,  but  may  issue 
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standby  letters  of  credit  as  long  as  the  standby  letter  of 
credit  meets  certain  criteria  to  distinguish  it  from  an 
otherwise  impermissible  guaranty. 

Recent  amendments  to  Section  96.9  of  the  New  York  State 
Banking  Law  led  to  two  opinions  in  1984  by  the  Deputy  Super- 
intendent and  General  Counsel  of  the  Banking  Department  on  the 
issue  of  permissible  guaranties.   The  Nay  31,  1985  letter 
relied  upon  those  earlier  opinion  letters  in  reaching  its 
conclusion. 

Although  the  letter  is  relevant  only  to  New  York  State 
chartered  banks,  characterizing  a  standby  letter  of  credit  as 
a  guaranty  in  credit  enhsmcement  context  may  be  a  concept 
worth  pursuing  with  the  Con^troller  of  the  Currency  in  the 
case  of  national  banks  or  various  state  banking  regulators, 
as  the  case  may  be.   In  any  event,  it  may  be  an  interesting 
circumvention  of  the  issues  raised  by  Philadelphia  Gear 
should  the  FDIC  bill  not  be  enacted  and  IRS  not  extend  its 
current  non- enforcement  position. 
D.   Transaction  Considerations  and  Developments 

The  balance  of  this  article  is  directed  towards  some  of 
the  more  important  transactional  developments  this  past 
year. 

1.   Structure.  Perhaps  one  of  the  major  developments 
this  year  has  been  the  rapid  growth  of  and  added  refinements 
to  floating  rate  obligations.  These  obligations,  often 
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denominated  as  having  a  30  year  or  more  maturity,  are 
marketed  to  short  term  investors  by  granting  a  short  term 
put  to  the  investor  and  including  a  liquidity  device,  such 
as  a  letter  of  credit  or  liquidity  agreement,  in  the  transac- 
tion. 

The  basic  tax  analysis  attributable  to  floating  rate 
obligations  is  well  documented  in  an  article  by  Phillip  S. 
Winterer  published  in  the  Spring,  1984  issue  of  The  Tcuc 
Lawyer,  509.   In  this  regard  little  has  happened  in  the  tax 
law  to  provide  additional  support  to  either  proposition  that 
conversion  from  a  floating  rate  short  term  put  obligation  to 
a  fixed  rate  long  term  instrument  constitutes,  or  does  not 
constitute,  a  refunding  or  reissuance,  i.e.,  the  issuance  of 
a  new  instrument  for  proceeds  which  are  used  to  retire  the 
old  issue.   Perhaps  the  only  new  authority,  if  a  private 
letter  ruling  can  be  so  classified,  is  P.L.R.  8451018  which, 
prior  to  its  withdrawal  for  other  reasons,  considered  a 
floating  rate  short  term  issue  which,  on  the  happening  of 
certain  events,  converted  to  a  long  term  issue  as  a  single 
issue. 

Despite  the  absence  of  new  authority  and  the  still 
apparent  hesitancy  of  many  tax  lawyers  to  opine  that  a 
conversion  under  any  circumstances  from  a  floating  rate  to  a 
fixed  rate  does  not  constitute  a  reissuamce,  a  trend  has 
developed  to  permit  the  put  period  during  the  floating  rate 
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portion  of  the  obligation  to  be  adjusted  with  relative 
frequency  and  freedom.  Most  investment  banking  firms  have 
developed  their  o%m  name  for  such  a  security.  The  reso- 
lution of  whether  these  frequent  optional  changes  in  the  put 
period  constitute  a  reissuance  is  still  in  doubt  with  some 
tax  lawyers  still  uncomfortable  with  the  unilateral  ability 
of  the  issuer  to  change  the  interest  rate  on  the  issue  via 
altering  the  put  period.   Few,  if  any,  tax  lawyers  will 
opine  that  such  a  program  is  a  reissuance;  even  those 
concerned  will  merely  state  they  are  not  comfortable  in 
opining  that  the  program  does  not  constitute  a  reissuance. 
Nevertheless,  there  are  a  few  firms,  and  not  necessarily 
those  which  have  opined  favorably  on  the  question  of  the 
conversion  to  a  fixed  rate,  that  have  opined  that  the 
unlimited  (or  relatively  unlimited)  adjustment  of  the  put 
period  does  not  constitute  a  reissuance.   The  theories  of 
these  firms  vary  from  (a)  relying  on  an  independent  remarket- 
ing agent  establishing  the  put  period  i.e.,  not  as  an  agent 
of  the  company  or  issuer  and  "truly  independent,"  (b)  to 
the  conclusions  that  the  changes  are  within  narrow  patterns 
which  patterns  are  pre-programmed  in  the  original  issue,  (c) 
to  the  conclusions  that  the  interest  rate  variations  are  not 
significant  enough  to  constitute  a  new  issue. 

The  fact  that  the  flexible  put  period  obligations  are 
issued  does  not  necessarily  indicate  the  opinion  of  bond 
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counsel  as  to  tha  tax  consequence  of  the  change  of  the  put 
period.  A  few  counsel  have  issued  "normal"  opinions  without 
making  note  of  the  flexible  put  arrangement.  As  in  com- 
marcial  paper  programs,  other  bond  opinions  in  these  transac- 
tions may  be  an  "evergreen"  opinion  so  that  it  can  be  relied 
upon  only  so  long  as  the  law  does  not  change  (or  become 
adverse: ) . 

There  is  a  tension  in  utilizing  the  flexible  put  concept 
because  often  its  utilization  will  prevent  a  law  firm  that 
%«ould  otherwise  opine  favorably  with  respect  to  a  conversion 
to  a  fixed  rate  from  giving  such  an  opinion.   The  issuer, 
therefore,  must  make  a  business  decision  as  to  which  risk  it 
is  willing  to  run  and  what  the  ultimate  cost  of  that  risk 
might  be  should  the  law  change  or  be  clarified  for  the 
worse. 

2.   Sizing  Concerns.   Another  problem  that  must  be 
resolved  when  floating  rate  -  fixed  rate  obligations  are 
issued  for  new  money  projects  is  the  size  of  the  capitalized 
interest  fund,  the  reserve  fund,  and  the  ability  to  fund  the 
conversion  costs  (especially  if  the  issue  is  an  industrial 
development  bond  when  the  90%-10%  test  is  concerned) •   The 
obvious  obstacle  is  the  question  of  overissuance  —  especially 
if  the  temporary  periods  under  the  arbitrage  regulations 
are  being  utilized. 
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The  first  question,  at  which  rate  should  the  capitalized 
Interest  fund  be  established  and  the  concurrent  question  of 
what  earnings  rate  of  the  construction  and  other  funds 
should  be  assumed  as  a  set-off  In  sizing  should  be  addressed 
together.   These  questions  cannot  be  answered  In  a  vacuum 
but.  It  Is  submitted,  must  be  answered  on  an  ad  hoc  basis 
giving  due  regard  to  the  market  trend,  the  Investment  portfolio < 
the  historical  market  rate,  and  the  need  for  adequate 
funds.  Some  counsel  adhere  to  the  non- judgmental  conclusion 
utilizing  the  rate  at  which  the  Issue  Is  first  sold  while 
other  counsel  will  weigh  the  facts,  ask  the  underwriter  for 
representations  as  to  the  reasonableness  of  assvnnptlons ,  and 
second-guess  the  underwriter  to  some  extent.   The  decision 
Is  easier,  of  course.  If  any  excess  capitalized  Interest  can 
be  spent  on  new  or  unfunded  projects  when  such  excess  proceeds 
becomes  available.  Furthermore,  the  very  uncertainty  of 
floating  rates  should  justify  the  conclusion  that  a  reasonable 
judgment  not  too  much  In  excess  of  the  current  rate  would 
not  constitute  an  Intentional  overlssuance,  thus  permitting 
one  to  rely  on  the  5%  overlssuance  rule  to  maintain  temporary 
periods . 

The  size  of  the  debt  service  reserve  fund  can  be  analyzed 
In  a  manner  similar  to  the  capitalized  Interest  fund. 
First,  what  support  Is  there  that  a  debt  service  reserve 
fund  Is  necessary?  Has  a  decision  been  made  never  to  convert 
to  a  flzed  rate  Issue?  Is  the  liquidity  provider  requiring  a 
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reserve  as  protection  against  a  draw  on  it?  Assuming  a 
reserve  is  justified,  what  interest  rate  should  be  assumed 
if  maximum  principal  and  interest  is  the  proper  size  but  the 
interest  rate  would  not  be  known  until  conversion  occurs? 
Again,  tax  lawyers  differ  in  this  regard.   Some  take  a  non- 
judgmental  position  that  the  fixed  rate  on  the  day  the  bonds 
are  first  issued  is  the  measuring  rate  (relying  on  Private 
Letter  Ruling  8451018)  whereas  other  firms  will  allow  some 
ad  hoc  decisions  to  be  made,  especially  if  the  issuer  will 
represent  the  likelihood  of  conversion  within  the  construc- 
tion period,  i.e. ,  within  a  short  time  after  the  issue  is 
first  sold.   Upon  partial  or  total  conversion,  steps  are 
often  required  to  resize  the  continuing  reserve  fund 
with  the  excess,  if  any,  used  for  good  projects,  used  to 
reduce  the  issue,  or  escrowed  at  a  zero  arbitrage  yield  if 
necessary. 

Finally,  because  there  will  often,  if  not  always,  be  an 
under%nriter  spread  and  other  costs  of  remarketing  the  securities 
upon  conversion  from  a  floating  rate  to  a  fixed  rate,  issues 
often  are  sized  to  include  an  eunount  to  fund  such  costs.  As- 
suming the  rebate  rules  would  not  otherwise  apply  because  of 
the  six  month  temporary  period,  such  a  fund  may  not  be  advisable 
in  the  case  of  an  industrial  development  bond.   If  the  fund  is 
created,  however,  the  further  decision  must  be  made  whether  this 
fund,  and  its  expenditure,  constitutes  "good,"  "bad,"  or  "neutral' 


177 


costs  for  th«  90-10%  "substantially  all"  tests  of  Section 
103(b)  (4).  Although  there  may  be  a  difference  of  opinion,  this 
writer  has  only  opined  that  the  fund  constitutes  a  "neutral" 
amount.  Hoiiever,  ruaors  abound  that  others  have  considered 
such  fund  constitutes  "good"  money.  Interestingly,  one  firm 
has  concluded  the  fund  constitutes  "good"  money  but  the  con- 
version constitutes  a  refunding,  it  is  possible  this  firm  is 
re-examining  this  conflict. 

3.   Year-End  "Escrow"  Transactions.  At  the  end  of 
1985,  and  we  must  expect  at  the  end  of  1986,  debt  was 
issued  for  possible  projects  which  ranged  from  housing 
projects  to  airports,  with  hospitals  and  resource  recovery 
plants  in  betiieen.  Each  of  these  had  one  comnon  thread  — 
the  issues  were   sold  earlier  than  they  might  normally  have 
been  in  order  to  achieve  a  marketing  advantage  and  at  the 
same  time  avoid  at  least  one  adverse  change  in  the  tax 
law  —  be  it  the  volume  cap  or  the  arbitrage  rebate  rules* 
Some  of  these  projects  were  clearly  more  than  a  gleam  in  the 
eye  of  the  issuer  with  millions  of  dollars  committed  and 
spent  on  the  project.  Others,  one  might  suspect,  were 
little  more  than  a  gleam.  These  latter  transactions,  much 
publicized,  will  likely  support  the  Administration's  position 
that  additional  controls  are  needed.  As  we  learned  in  law 
school,  bad  facts  make  bad  law.  The  appropriateness  of  an 
accelerated  issue  is  an  ad  hoc  decision  with  the  judgment  of 
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the  lawyers  often  being  difficult  to  assess  because  of  the  lack 
of  knowledge  of  all  the  facts.   The  appearance  of  impropriety, 
however,  raises  suspicion  and  can  be  demoralizing  to  both 
the  legal  and  investment  banking  profession;  especially  in 
the  absence  of  enforcement  by  the  Internal  Revenue  Service. 
The  only  apparent  reaction  to  the  problem  was  the  revocation 
of  Private  Letter  Ruling  8451018  and  the  release  of  Revenue 
Procedure  85-28  advising  that  the  IRS  will  no  longer  rule  when 
the  proceeds  are  placed  in  escrow  or  otherwise  not  expended  for 
a  governmental  purpose  in  an  extended  period  of  time.   On  May  6, 
1985,  the  IRS  instituted  a  project  to  study  the  question  of 
early  issues.   The  first  report  is  due  in  ninety  days,  but  this 
does  not  mean  any  report  will  be  made  public. 

4.   Arbitrage  and  Yield  Concerns.  A  frequent  transac- 
tion in  single  family  mortgage  bonds  has  been  the  multi-coupon 
(high-low)  issue  in  which  the  issuer  utilizes  the  long  term 
stated  interest  rate  in  calculating  yield  but  the  purchaser 
is  provided  an  optional  supplemental  agreement,  usually  with 
a  bank,  wherein  the  purchaser,  shortly  after  purchase,  may 
irrevocably  elect  a  floating  rate  in  exchange  for  granting 
the  fixed  rate  to  the  bank.   The  fixed  coupon  rate  is  lower 
than  the  fixed  market  rate  at  the  time  of  issue,  thus 
providing  a  benefit  to  the  issuer.   If  the  issuer  can 
categorize  the  fixed  rate  as  interest,  it  has  the  best  of 
both  worlds  —  a  lower  cost  emd  the  ability  to  lower  the  cost 
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of  the  mortgages  as  well  as  recover  it  "outside"  the  1-1/8% 
spread.  If  the  difference  bet%ieen  the  floating  rate  and 
fixed  rate  is  not  interest  but  rather  a  carrying  cost,  the 
issuer  could  not  recover  this  cost  outside  the  permitted  1- 
1/8%  spread. 

The  categorization  of  the  additional  payment  as  intsrest 
is  difficult.  Some  lawyers  believe  the  analysis  must  be 
made  on  the  basis  of  economics  —  is  there  an  economic 
compulsion  on  the  holder  to  elect  the  floating  rate?  If  so, 
then  the  additional  payment  is  not  interest  but  rather 
represents  a  cost  of  issue.  Factors  %^ich  must  be  considered 
are  the  lapse  of  time  before  the  purchaser  must  make  a 
decision  and  the  spread  between  the  stated  fixed  rate  and 
the  market  rate  at  the  time  of  issue.  Often  representations 
are  obtained  as  to  the  likelihood  of  the  fair  market  value 
of  the  issue  at  the  stated  rate  being  greater  than  the  fair 
market  value  of  the  issue  at  the  floating  rate  to  support 
the  lawyer's  decision.   However,  counsel  differ  as  to  the 
need  to  make  an   economic  analysis  —  some  rely  on  the  form 
of  the  transaction.   Interestingly,  it  has  been  rumored  that 
some  banks  that  have  participated  in  these  trauisactions  have 
incurred  large  losses  because  the  decline  in  interest  rates 
has  resulted  in  purchasers  retaining  the  fixed  coupon. 

Another  issue  that  must  be  resolved  in  this  structure 
is  whether  the  purchaser  is  buying  an  obligation  of  the 
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Issuer  or,  on  the  other  hand,  is  lending  money  to  the  bank, 
which  loan  is  secured  by  the  issue  —  i.e.,  is  the  transac- 
tion merely  a  "repo**  so  that  the  bank  is  entitled  to  the 
exemption  of  interest.   This  is  a  difficult  question  which 
has  been  resolved  in  most  cases  by  terminating  the  agreement 
with  the  bank  several  years  prior  to  the  maturity  of  the 
issue  so  that  the  purchaser  does  have  a  risk  as  to  the  issue 
for  a  period  of  time.   Furthejnnore ,  often  the  issue  is  not 
"putable"  to  the  bank  in  the  event  of  a  default.  The  addition 
of  an  independent  insurance  policy  to  cover  default  makes  the 
analysis  of  owner  even  more  difficult  because  the  risk  of  loss 
is  substamtially  reduced. 

5.  Floating  Rate  Refundings.  Not  much  new  has 
occurred  in  this  area.   Other  than  a  few  refundings  which 
have  purchased  defeased  municipal  obligations  for  the 
escrow,  few  issuers  (apparently  for  business  reasons)  have 
resorted  to  the  more  complicated  adjustable  reserve  or  the 
remaining  investor-take-all  methods.   Despite  the  absence  of 
transactions,  except  when  the  two  year  temporary  period  is 
utilized,  there  is  still  an  abundamce  of  discussion  on 
achieving  a  floating  rate  advamce  refunding  —  though  perhaps 
less  than  a  year  ago. 

6.  Short -to-Short  Crossover  Refundings.  A  relatively 
new  concept  is  the  advance  refunding  of  a  floating  rate 
transaction  with  another  floating  rate  issue  which  adjusts 
interest  rates  more  frequently.   For  exainple,  a  weekly 
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floater  is  re£uiid«d  with  a  daily  floatar,  o£tan  using  the 
two  year  tanporary  period  through  the  availability  of  the 
oroasovar  refunding  technique.  Asauning  the  escrow  is 
invested  at  a  two  year  rate  and  the  refunding  issue  begijis 
paying  a  t%«o  year  rate  prior  to  retiring  the  refunded  issue, 
the  refunding  issue  can  be  fully  secured  during  the  escrow 
period.  If  a  two  year  rate  is  not  desirable,  a  shorter  rate 
adjustsMnt  period  can  be  utilized  InoMdiately  if  satisfactory 
credit  for  any  shortfall  can  be  obtained  and  coverage 
requirements  in  the  outstanding  indentures  can  be  satisfied. 
Upon  the  retirement  of  the  refunded  issue,  the  refunding 
issue  i«ould  move  from  paying  a  two  year  rate  to  a  floating 
rate  which  varies  more  frequently  than  the  refunded  issue. 
To  date,  most  counsel  that  have  approved  this  structure  have 
required  a  showing  of  debt  service  savings  (in  excess  of 
issuance  costs)  over  and  above  any  arbitrage  income  from  the 
utilization  of  the  t%«o  year  teiiQ>orary  period. 

7.   Continuous  or  Rolling  Crossover  Refundings. 

Although  utilized  for  other  purposes  at  other  times, 
the  crossover  refunding  technique  has  become  attractive  to 
issuers  of  floating  rate  issues  that  are  concerned  about  a 
conversion  to  a  fixed  rate  at  an  uncomfortably  high  interest 
rate.  For  this  reason,  a  crossover  refunding  issue,  which 
locks  in  today's  fixed  rate  and,  at  the  same  time,  provides 
the  issuer  with  the  advantages  of  a  lower  floating  rate. 
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would  be  a  consarvative  businass  approach  to  nanaging  the 
liability  side  of  the  issuer's  balance  sheet.  Moreover,  a 
crossover  refunding  issue  would  help  to  eliminate  the 
frustration  certain  issuers  are  currently  having  with  the 
Administration's  tax  proposal  that  could  curtail  future 
financings. 

The  crossover  refunding  technique,  which  is  referred  to 
in  the  U.S.  Treasury  arbitrage  regulations,  provides  that 
the  interest  earnings  on  the  escrowed  investments  purchased 
with  the  proceeds  of  the  refunding  bonds  will  be  used  to  pay 
the  interest  on  the  fixed  rate  refunding  bonds.  The  interest 
on  the  floating  rate  refunded  bonds  is  paid  by  the  issuer. 
Principal  amortization  of  the  refunded  bonds  is  paid  from 
maturing  investments  in  the  escrow  and  principal  of  the 
refunding  bonds  is  paid  by  the  issuer.   The  principal 
amortization  of  the  two  issues  are  often  matched  to  avoid 
disruption  to  the  issuer's  anticipated  debt  service  schedule. 

Leaving  aside  the  temporary  period  that  might  be 
available  were  the  refunded  bonds  retired  in  no  more  than 
two  years  from  the  date  of  the  issuance  of  the  refunding 
bonds,  the  proceeds  of  the  refunding  bonds  held  in  escrow 
cannot  be  invested  at  a  yield  that  produces  an  arbitrage 
profit  i.e.,  at  a  yield  in  excess  of  the  yield  of  the 
refunding  bonds.  Certain  costs  of  issuing  the  refunding 
bonds  can  be  taken  into  account  in  computing  the  yield  on 
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the  refunding  bonds  and,   aa  long  as  the  escrow  remains 
Invested,  may  be  partially  recovered. 

The  regulations  do  not  specify  when  the  proceeds  of  the 
refunding  bonds  held  in  the  escrow  account  must  be  applied 
to  retire  the  floating  rate  bonds.   In  light  of  this,  the 
technique  has  developed  wherein  the  floating  rate  bonds  are 
not  retired  at  the  first  maturity  of  the  escrowed  investments 
but  rather  are  retired  at  some  subsequent  time  (except  for 
the  floating  rate  securities  maturing  during  this  period 
which  are  retired  as  they  mature  with  escrowed  proceeds) . 
The  escrowed  funds  are  reinvested.   This  technique  has  been 
referred  to  as  a  "rolling  crossover**  because  the  escrowed 
investments  continue  to  be  reinvested  or  rolled  prior  to  the 
utilization  of  the  funds  to  retire  the  refunded  bonds.  In 
this  type  of  continuous  reinvestment  of  the  escrowed  funds 
the  question  has  arisen  whether  such  reinvestment,  as  well 
as  the  failure  to  designate  a  definitive  retirement  date,  is 
permitted  by  the  arbitrage  regulations,  thus  allowing  the 
interest  on  the  refunding  bonds  to  remain  tax  exempt. 

Those  bond  counsel  who  have  approved  this  refunding 
technique  have  developed  basic  requirements  that  they  re- 
quire to  be  satisfied  by  a  crossover  refunding  structured  as  a 
rolling  crossover.   The  basic  legal  question  is  whether  a 
rolling  crossover  issue  constitutes  a  refunding  issue  or  a 
hedge  transaction,  which  does  not  clearly  qualify  under  the 
arbitrage  regulations.   The  state  law,  of  course,  must  be 
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addressed  in  each  case  to  see  1£  state  law  permits  this  type 
of  transaction.   Some  bond  counsel  believe  that  the  transaction 
will  qualify  as  a  refunding  and  not  a  hedge  transaction  for 
federal  tax  purposes  if  the  funds  derived  from  the  refunding 
issue  are  used  to  retire  the  refunded  bonds  and  if  such 
retirement  occurs  when  a  material  amount  of  refunded  bonds 
are  outstanding  and  would  remain  outstanding,  absent  re- 
tirement, for  a  material  period  of  time. 

The  following  points  are  examples  of  the  requirements 
frequently  suggested: 

1.  The  escrowed  investments  are  invested  in  either 
open  market  securities.  Treasury  obligations,  or  a  guaranteed 
investment  contract  at  a  yield  limited  to  the  yield  on  the 
refunding  bonds.   The  "market  price"  rules  imposed  by  the 
Treasury  regulations  must  be  met  with  regard  to  the  purchase 
price  for  those  investments.  Moreover,  in  order  to  assure 
that  the  yield  on  the  escrowed  investments  does  not  violate 
the  arbitrage  rules,  the  escrowed  investments  cannot  be 
liquidated  or  sold  at  a  gain  if  the  gain  would  cause  the 
yield  on  the  investments  to  exceed  the  yield  to  date  on  the 
refunding  bonds. 

2.  The  payment  of  interest  and  principal  on  the 
floating  rate  refunded  bonds  and  on  the  fixed  rate  refunding 
bonds  would  be  arranged  as  described  above. 

3.  It  is  expected  that  the  initial  term  of  the  escrowed 
secur lilies  would  be  the  shortest  term  which  permits  the 
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securitlea  to  be  Invested  at  a  yield  no  greater  than  the 
yield  on  the  refunding  bonda. 

4.  On  the  date  the  escrowed  Investments  mature,  the 
securities  would  be  used  to  retire  the  balance  of  the 
outstanding  floating  rate  refunded  bonds.  On  the  other 
hand,  assuming  proper  notice,  the  issuer  and  trustee,  upon 
receipt  of  a  favorable  opinion  of  bond  counsel  can  reinvest 
the  escrow  for  an  additional  period  of  time. 

5.  If  the  investments  in  the  escrow  are  reinvested  at 
a  subsequent  date,  any  subsequent  reinvestment  will  be 
subject  to  the  same  rules  as  above.  The  escrow  may  not, 
however,  extend  beyond  the  time  which  would  result  in  the 
refunded  bonds  not  being  retired  while  a  material  period  and 
amount  of  refunded  bonds  would  otherwise  remain  outstanding. 
For  example,  floating  rate  refunded  bonds  with  a  thirty  year 
term  should  be  retired  no  later  than  ten  years  prior  to  the 
scheduled  maturity  of  the  refunded  bonds,  assuming  that  at 
least  one-third  of  the  refunded  bonds  remained  outstanding 
at  that  time. 

6.  The  issuer  must  agree  in  the  documents  that  the 
floating  rate  refunded  bonds  will  not  be  redeemed  or  retired 
except  with  the  proceeds  of  the  refunding  bond  held  in  the 
escrow. 

7.  In  order  to  avoid  the  appearance  of  a  pure  hedge 
transaction  and  to  support  the  conclusion  that  the  refunding 
bonds  satisfy  the  governmental  purpose  requirement  under  the 
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arbitrage  regulations,  the  issuer  must  covenant  not  to 
refund  the  refunding  bonds  until  the  floating  rate  refunded 
bonds  have  been  retired. 

8 .  The  issuance  dates  of  the  refunded  bonds  and 
refunding  bonds  must  be  separated  by  a  substantial  lapse  of 
time.   Some  counsel  have  established  fixed  lengths  of  time. 
Other  counsel  rather  than  set  any  predetermined  length  of 
time,  will  consider  the  intent  of  the  issuer  at  the  time 
the  refunded  bonds  were  issued  as  well  as  any  significant 
change  in  circumstances  that  might  have  arisen  since  then 
that  indicate  the  refunding  bonds  were  not  anticipated  or 
planned  when  the  floating  rate  refunded  bonds  were  issued. 

9.  Finally,  the  escrow  for  the  refunding  bonds  must 
be  terminated  in  the  event  that  excess  proceeds,  as  defined 
in  the  arbitrage  regulations,  exceed  the  sum  of  (i)  interest 
to  accrue  on  the  refunding  bonds  to  the  next  potential 
crossover  date  and  (ii)  one  percent  of  the  original  proceeds 
of  the  refunding  bonds. 

In  this  type  of  transaction,  the  issuer  assumes  some 
risks.   First,  because  of  the  investment  of  the  escrow  for 
fixed  periods,  the  issuer  will  not  be  able  to  retire  the 
floating  rate  refunded  bonds  at  all  times  unless  it  is 
willing  to  take  a  loss  on  the  sale  of  the  escrow  securities. 
For  example,  if  the  investments  have  increased  in  value,  the 
yield  limitation  requirement  discussed  above  may  also 
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prevent  the  liquidation  of  the  escrowed  investments  and   the 
retirement  of  the  refunded  bonds.  Second,  if  the  law  should 
require  the  escrow  to  be  liquidated  and  the  funds  used  to 
retire  the  floating  rate  bonds  in  order  to  assure  the 
exenption  from  federal  income  tax  of  the  interest  on  the 
refunding  bonds  #  the  issuer  %fould  be  required  to  act  in  such 
a  manner  to  enable  the  refunding  bonds  to  retain  their  t£LX 
exempt  status.  This  could  result  in  the  acceleration  of  the 
retirement  of  the  refunded  floating  rate  bonds  to  the 
detriment  of  the  issuer.   This  would  be  even  more  disadvantageous 
if  the  issuer  is  prevented  by  statute  from  later  refunding 
the  fixed  rate  refunding  bonds  with  floating  rate  bonds , 
either  in  an  advance  refunding  or  current  refunding.   These 
are  business  decisions,  of  course,  which  the  issuer  must 
resolve. 


July  15,  1985 
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DISCLOSUIUi  REQUIREMENTS  AND  THE  ROLE 
or  COUNSEL  IN  TAX  EXEMPT  FINANCINGS 


Stephen  L.  Dinces 


Mr.  Dinces  would  like  to  express  his 
appreciation  to  Ricliard  S.  Lincer  for 
his  assistance  in  the  preparation  of 
this  outline. 


;\ugust  19,  1985 
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Disclosure  Requirements  and  the  Role 
of  Counsel  in  Tax  Exempt  Financings 


I.   Disclosure:   Both  a  Legal  and  a  Market  Concept. 

A.   Legal  Framework. 

1.   Federal  Securities  Law  Requirements 

(a)   Section  10  of  Securities  Exchange  Act  of  1934,  as 
amended  (''Exchange  Act"),  and  Rule  lOb-5 

(i)   Ernst  &   Ernst  v.  Hochf elder,  425  U.S.  185 
(1976)  (scienter  required  for  violation  of 
lOb-5;  reckless  conduct  generally  held  suf- 
ficient to  satisfy  scienter  requirement,  see 
I IT  V.  Cornfeld,  619  F.2d  909,  923  (2d  Cir. 
1980)) 

(ii)   see  SEC  v.  Calhoun  County  Medical  Facility, 
Inc.,  [1981-821  Fed.  Sec.  L.  Rep.  (CCH) 
IT  98,243  (D.C.  N.  Miss.  1981);  SEC  Release 
No.  34-17831.   (Case  sometimes  referred  to 
as  SEC  V.  Sklar. ) 

(iii)   Nelson  v.  Quimby  Island  Reclamation  District 
Facilities  Corp. ,  491  F.  Supp.  1364  (N.D. 
Cal.  1980);  Baron  v.  Commercial  &   Industrial 
Bank  of  Memphis,  [1979]  Fed.  Sec.  L.  Rep. 
(CCH)  IF  96,826  at  95,307-08  (S.D.N.Y.  1979) 
-  both  cases  discussed  below 

(iv)   will  a  private  cause  of  action  for  liability 
lie  against  a  municipal  issuer  as  a  result 
of  the  redefinition  of  "person"  in  Section 
3(a)(9)  of  the  Exchange  Act  by  the  Williams 
Amendments  to  include  a  "government,  or 
political  subdivision,  agency  or  instrumen- 
tality of  a  government."   See  In  re  New  York 
City  Municipal  Securities  Litigation,  507 
F.  Supp  169,  180-86  (S.D.N.Y.  1980); 
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(b)  Section  17  of  S«curiti««  Act  of  1933,  as  am«nd«d 
("S«curiti«8  Act") 

(i)  covers  ■unicipal  issuss;  unclsar  vh«th«r  a 
privata  right  of  action  (as  opposad  to  SEC 
procaading)  can  ba  brought  undar  this  sac- 
tion.   Cf.  In  ra  Nav  York  City  Municipal 
Sacuritiaa  Litigation,  aupra,  at  186-87.   In 
Aaron  v.  SEC,  446  U.S.  680  (1980)  court  ha Id 
that  nagliganca  (aa  oppoaad  to  aciantar) 
anough  for  liability  undar  Sactiona  17(a)(2) 
and  17(a)(3).   Saa  alao,  S.E.C.  v.  Haewall, 
654  F.2d  698  (10th  Cir.  1981). 

(c)  SEC  Raport  on  Rola  of  Undarwritar'a  Counaal,  Ra- 
laaaa  No.  17831  Juna  1,  1981:   "Attomay'a  Conduct 
in  laauing  an  Opinion  Lattar  Without  Conducting  an 
Inquiry  of  Undar lying  Facta  Failad  to  Comport  with 
Applicable  Standarda  of  Conduct." 

2.  Stata  Sacuritiaa  Law  Standarda 

(a)  Recently  enacted  amendmanta  to  civil  liabilitiea 
proviaiona  of  Waahington  Securitiea  Act  (RCW 
21.20.430)  making  clear  that  aciantar  ia  required 
for  liability  of  Waahington  atate  and  municipal 
iaauara,  and  their  officera  and  amployeea,  but  ia 
not  required  for  recovery  againat  bond  counael  or 
undervritara  for  material  misstatementa  or  omis- 
siona. 

3.  Municipal  Finance  Officera  Aasociation  Diecloaura  Ouide- 
linee  for  State  and  Local  Governments  (June  1979 
edition) . 

4.  Municipal  Securitiea  Rulemaking  Board,  e.g.  Rule  G-11 
(Sales  of  New  Issue  Municipal  Securitiea  During  the 
Underwriting  Period);  Rule  G-12  (Uniform  Practice);  Rule 
G-15  (Confirmation,  Clearance  and  Settlement  of  Transac- 
tiona  with  Customara);  Rule  G-23  (Financial  Advisor  as 
Underwriter);  Rule  G-32  (Disclosures  in  Connection  with 
New  Issues);  Rule  G-33  (Advertisements  of  New  Issues  of 
Municipal  Securities).   See  also  MSRB  Notice  Concerning 
Application  of  Board's  Rules  to  Municipal  "Commercial 
Paper".   CCH  MSRB  Manual  1  10,200,  January  4,  1982. 
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B.   Market  Considerations. 

1.  Apart  from  faderal  securities  lavs,  the  proper  function- 
ing o£  the  capital  markets  requires  disclosure.   Competi- 
tion £or  available  funds  rec[uire8  full  and  accurate  pre- 
sentation of  all  material  facts  concerning  borrowers' 
(e.g.  issuers'  or  industrial  obligors')  background. 

2.  The  impact  of  the  anti-fraud  provisions  of  the  securities 
laws  and  the  need  to  present  relevant  information  for  the 
market  to  evaluate  the  ''credit"  are  not  incompatible. 
The  two  concepts  "meet"  in  the  Official  Statement  in 
public  deals  and  in  "access  to  information"  in  private 
placements.   Balanced  presentation  is  not  only  possible 
but  desirable. 

3.  Are  there  situations  where  no  amount  of  disclosure  is 
adeG[uate?  As  a  practical  matter,  if  adequate  disclosure 
id  made,  market  forces  should  serve  to  protect  Investors. 

(a)  financing  docximents  supporting  bonds  are  unenforce- 
able.  Cf.  Chemical  Bank  v.  Wash.  Public  Power 
Supply  System,  et  al . ,  666  P. 2d  329  (Wash.  1983) 
("take  or  pay"  contracts  held  ultra  vires) .   See 
also  discussion  of  "shingle"  theory  under  III.B.2; 

(b)  cash  flow  projections  or  feasibility  study  indi- 
cates that  debt  service  can't  be  or  is  unlikely  to 
be  met; 

(c)  serious  (questions  regarding  tax  exempt  nature  of 
bonds . 

II.   Disclosure  Documents 

A.   Official  Statement  (Public  Offering). 

1.   As  a  theoretical  matter,  no  legal  req[ulrement  under  fed- 
eral securities  law  that  there  be  an  Official  Statement 
(but  see  Rule  G-32  of  the  Municlal  Securities  Rulemaking 
Board).   As  a  practical  matter,  may  be  only  effective  way 
to  establish  that  information  given  customer  not  mislead- 
ing.  ("A  municipality's  official  statement  is  central  to 
any  system  designed  to  facilitate  full  disclosure."   SEC 
Final  Report,  In  the  Matter  of  Transactions  in  the  Secu- 
rities of  the  City  of  New  York.   (February  5,  1979,  p. 
53). 
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2.  Objectives: 

(a)  sales  document 

(b)  disclosure  to  limit  liability. 

3 .  Format 

(a)  MFOA  disclosure  guidelines; 

(b)  similarity  to  Securities  Act  prospectus  --  although 
not  binding^  Securities  Act  disclosure  requirements 
are  instructive  (ability  to  ** expertise**  certain 
portions  by  inclusion  of  reports  of  auditors  or 
consultants,  e.g.  feasibility  studies?) ; 

(c)  use  of  summary  statements  and  introductions; 

(d)  placement  of  disclosure  in  official  statement  and 
clarity  of  exposition. 

4.  Preliminary  Official  Statement 

(a)  timing  -  before  Purchase  Contract; 

(b)  dissemination  (cf.  Rule  415  -  impact  on 
nonregistered  transactions?). 

5.  Final  versus  preliminary 

(a)  what  if  there  is  a  material  change  between  prelimi- 
nary and  final? 

(b)  is  it  enough  if  final  Official  Statement  contains 
change  or  correction?  What  circumstances  warrant 
particular  emphasis  (e.g.  by  '*sticker'*)? 

(c)  effect  of  a  ** sticker-out**  provision; 

(d)  would  purchasers  have  right  not  to  accept  delivery 
or  to  return  securities?  See  UCC  Section  8-319; 

(e)  practical  -  business  reasons  for  pointing  out  mate- 
rial changes  to  buyers. 

B.   Non-Official  Statement  Disclosures. 
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1.  Privat*  plac«mttnt8  -  role  of  access,  investigatory  re- 
sponsibilities of  buyers  (lenders);  from  disclosure 
standpoint,  principal  difference  from  p\iblic  offering  is 
the  nature  and  presumed  sophistication  of  the  buyers 
(lenders);  consider  representation  from  buyers  (lenders) 
as  to  access  to  Schedule  A  Securities  Act  type  informa- 
tion (mirror  image  is  that  buyers  (lenders)  often  ask  for 
representation  that  industrial  obligor  has  given  them  all 
material  information). 

2.  In  both  public  and  private  transactions,  much  "disclo- 
sure" comes  out  in  representations  and  closing  documenta- 
tion (which  may  or  may  not  find  its  way  into  an  Official 
Statement  in  public  deals).   See  discussion  of  Purchase 
Contract  under  I I I.e. 2. 

What  Must  be  Disclosed. 

1.  Standard  is  that  of  materiality  -  simply  stated,  a  fact 
is  material  if  there  is  a  substantial  likelihood  that  a 
reasonable  potential  investor  would  consider  it  important 
in  deciding  whether  or  not  to  invest. 

2.  Material  facts  relate  to  both  the  obligation  (bond  or 
note)  and  the  obligor  (the  issuer;  or  in  the  case  of 
industrial  development  bonds  ("IDBs"),  the  industrial 
credit;  or  in  the  case  of  hospital  bonds,  the  hospital; 
etc. ) 

(a)  with  respect  to  IDBs  -  for  "prime"  credits,  often 
incorporate  industrial  obligor's  Exchange  Act  docu- 
ments (lOK,  lOQs,  etc.)  by  reference  (e.g.  in  Ap- 
pendix) as  opposed  to  full  scale  prospectus -type 
disclosure.   Consider  desirability  of  "recent  de- 
velopments" section  and  interim  sales  and  earnings 
figures; 

(b)  in  letter  of  credit  backed,  or  fully  insured, 
transaction,  do  you  need  disclosure  re  issuer  (or, 
in  IDB,  company  or  industrial  user)?  How  much 
disclosure  do  you  need  about  letter  of  credit  bank 
or  insurer?   See  American  Banker,  June  24,  1982,  p. 
1,  "Standby  Letters:   An  Off-Balance-Sheet  Boom". 
Consider  recent  financial  difficulties  of  Continen- 
tal Illinois  and  United  American  Bank  of  Knoxville, 
Tennessee.   Also  Baldwin-United  Corporation,  and 
resulting  disclosure  impact  regarding  issues  backed 
by  its  AMBAC  s\ibsidiary  prior  to  the  recent  sale  of 
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ANBAC.   How  is  disclosure  affsctsd  when  Isttsr  of 
credit  is  issued  by  U.S.  branch  or  agency  of  a 
foreign  bank?  How  does  collateralization  of  letter 
of  credit  affect  analysis? 

3.  Importance  of  highlighting  risks  which  may  be  present  in 
particular  financing. 

(a)  with  respect  to  traditional  municipal  general  or 
revenue  obligations,  examples  include  ability  of 
issuer  to  increase  or  maintain  revenues  as  a  prac- 
tical (as  opposed  to  legal)  matter  through  taxes  or 
fees  and  charges;  debt  Incurrence  ceilings;  the 
economic  viability  of  its  industrial  base;  changing 
demographics;  the  integrity  of  budget  projections; 

(i)   need  for  and  inclusion  of  feasibility  study  in 
Official  Statement;  rigorous  analysis  of  as- 
sumptions underlying  study  essential 

(b)  with  respect  to  lOBs,  examples  include  risks  re- 
lated to  the  particular  project;  risks  inherent  in 
the  industry;  start  up  nature  of  industrial  obli- 
gor.  Should  there  be  a  discussion  of  where  lOB 
fits  into  obligor's  other  debt?  Capitalization 
table?  Description  of  creditor's  rights?  Descrip- 
tion of  material  terms  of  bonds  important  (e.g. 
right  of  obligor  to  redeem  bonds  upon  obligor's 
determination  of  economic  ''unfeasibility'*  of 
project;  par  call  in  event  of  determination  of 
taxability) . 

4.  Selected  disclosure  topics. 

(a)  potential  ** taxability"  (for  example,  legislation 
limiting  private  purpose  IDBs); 

(b)  rating  changes  (need  to  disclose  denial  of 
rating? ) ; 

(c)  resignation  of  bond  counsel  or  auditors; 

(d)  enforceability  of  underlying  contracts; 

(e)  risk  of  loss  of  market  access. 
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(£)  pendin9  litigation  challenging  existence  of  issuer 
or  threatening  viability  of  project.   Is  a  "no 
merit"  opinion  enough? 

5.   Scope  of  disclosure  in  connection  with  remarketing  of 
"put"  bonds.   Tension  between  disclosure  and  reissuance 
concerns  (i.e.  need  to  treat  remarketing  as  secondary 
market  transactions). 

D.   Who  should  have  primary  drafting  responsibility?  Although 
technically  the  issuer's  document,  underwriter  has  obvious 
interest  in  its  accuracy.   See  Escott  v.  BarChris  Construc- 
tion Corp..  283  F.  Supp.  643,  696  (S.D.N.Y.  1968). 

B.   Relationship  orf  Official  Statement  to  underwriter's  investi- 
gatory or  "due  diligence"  duty.   See  discussion  under  III.B. 

III.   Parties  Involved  in  Disclosure  and  their  Respective  Roles 

A.   Bond  Counsel. 

1.  Start- to- finish  responsibility:   The  WPPSS  litigation  has 
demonstrated  the  crucial  role  of  bond  coxinsel  at  almost 
every  stage  of  a  project  financing.   It  has  also 
refocused  attention  on  the  potential  for  a  conflict  of 
interest  in  the  assumption  by  general  counsel  to  the 
issuer  of  the  additional  role  as  bond  counsel  for  the 
issue.   What  factors  determine  when  this  inherent  con- 
flict is  harmless  and  when  it  threatens  the  integrity  of 
the  financing? 

2.  Final  work  product  results  in  "legality/'  "validity"  and 
"tax  exempt"  opinions  without  which  bonds  could  not  be 
sold  (allegations  in  WPPSS  center  on  bond  counsel's  dili- 
gence in  this  regard) . 

(i)   need  to  qualify  bond  opinion  (for  example, 
during  legislative  efforts  to  limit  IDBs) 

(ii)   appropriateness  of  "evergreen"  opinion 

(e.g. ,  with  respect  to  tax-exempt  commercial 
paper) 

(iii)  bond  counsel  increasingly  reG[uired  to  render 
opinions  on  exemption  from  registration 
under  the  Securities  Act  of  1933  and  from 
qualification  of  indenture  or  resolution 
under  the  Trust  Indenture  Act;  also  lOb-5 
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"opinions"  or  "negative  comfort"  letters  (in 
WPPSS,  questions  raised  as  to  bond  counsel's 
treatment  of  certain  material  information; 
see  e.g. ,   Chemical  Bank  v.  WPPSS.  supra .  at 
347  (concurring  opinion). 

3.   Prior  to  rendering  opinions  extensive  preliminary  work 
necessary. 

Examples  include: 

(a)  determination  of  appropriate  issuers  in  revenue 
financings  (e.g.  stats,  county,  city,  local,  spe- 
cial purpose  or  industrial  development  authorities) 
and  assistance  in  creating  new  entities  (e.g.  j ain't 
action  agenciss)  (this  was  done  in  the  1950*8  for 
WPPSS  by  local  counsel  who  subsequently  served  as 
co-bond  counsel ) ; 

(b)  examination  of  sxisting  constitutional  and  enabling 
legislation  and  the  drafting  of  new  provisions 
(need  for  bond- counsel,  especially  in  innovative 
revenue  financings  such  as  joint  action  agencies, 

to  satisfy  itself  that  financing  documents  support- 
ing bonds  are  enforceable  --  WPPSS  crisis  was 
precipitated  by  court's  holding  that  "take  or  pay" 
contracts  of  Washington  municipal  entities  were 
unenforceable) ; 

(c)  determination  of  limitations  on  financing  (e.g. 
interest  rate  limits;  rsstrictions  on  negotiated 
sales;  use  of  out  of  state  trustses;  dsbt  ceiling 
limitations;  choice  of  available  financing  docu- 
ments such  as  loan  agreements,  lease  or  installment 
sale;  ordinance  or  resolution  publication  and  "sun- 
shine act"  reG[uirements;  need  for  governmental 
approvals  such  as  certificates  of  need  (in  hospital 
financings)  or  state  finance  commissions;  restric- 
tions on  use  of  proceeds  to  pay  various  costs); 

(d)  assistance  in  any  necessary  or  desirable  "test" 
litigation  (bond  counsel  in  WPPSS  has  been  criti- 
cized for  failing  to  "validate"  contracts  through 
test  litigation;  considerations  involved  in  deter- 
mining when  and  whether  test  litigation  appropri- 
ate). 
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4.   Bond  counsel  generally  actively  participates  in  drafting 
of  disclosure  documents.   Able  to  utilize  its  special 
familiarity  with  issuer  and  documentation  underlying 
financing  --  uniG[uely  situated  to  identify  for  financing 
team  facts  or  circumstances  which  warrant  prominent  dis- 
closure.  Can  attempts  by  bond  counsel  to  avoid  any  re- 
sponsibility for  disclosure  docximents  (i.e.  Official 
Statement)  be  effective?  Under  what  circiomstances  is  it 
proper?   (Cf .  ABA  Formal  Opinion  346,  68  A. B.A.J.  471-74 
(1/29/82)  (standards  applicable  to  counsel  in  delivering 
tax  opinion) ) . 

(a)  are  bonds  sold  on  strength  of  bond  counsel's  name 
and  reputation?   See  discussion  under  I I I.E. 

(b)  bond  counsel  often  functions  as  counsel  to  issuer 
or  industrial  user  (this  was  the  situation  in 
WPPSS).   Is  there  a  conflict  in  such  dual  represen- 
tation? 

(c)  need  to  rely  on  independent  local  counsel.   Ability 
to  practice  law  in  states  where  not  admitted. 
Should  any  such  reliance  be  expressly  stated  in 
opinion  or  is  it  sufficient  to  have  in  files  as 
"back-up"? 

Underwriters . 

1 .   Although  municipal  issues  are  exempt  from  Sections  11  and 
12  of  the  Securities  Act,  underwriters'  liability  arises 
under  Section  17  of  the  Securities  Act  and  Section  10  of 
the  Exchange  Act  in  municipal  financings  and  the  standard 
of  diligence  is  high: 

(a)   "It  is  incumbent  on  firms  participating  in 
an  offering  and  on  dealers  recommending 
municipal  bonds  ...  to  make  diligent  in- 
(juiry,  investigation  and  disclosure  as  to 
material  facts  relating  to  the  issuer  of  the 
securities  and  bearing  upon  the  ability  of 
the  issuer  to  service  such  bonds.   It  is, 
moreover,  essential  that  dealers  offering 
such  bonds  to  the  public  make  certain  that 
the  offering  circulars  and  other  selling 
literature  are  based  upon  an  adeG[uate  inves- 
tigation so  that  they  accurately  reflect  all 
material  facts  which  a  prudent  investor 
should  know  in  order  to  evaluate  the  offering 
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before  reaching  an  investment  decision."  In 
re  Walaton  &   Co.,  Inc..  SEC  Release  No.  34- 
8165,  p.  4  (September  22,  1967).   CT^  Escott 
V.  BarChris  Construction  Corp.,  supra,  at 
696-97  (discussion  of  tinderwriter' s  due  dili- 
gence obligations); 

(b)   in  the  case  of  IDB's,  Rule  415  and  the  in- 
creased use  of  Form  S-3  by  corporate  issuers 
diminish  opportunity  for  underwriters  to 
conduct  investigation  of  corporate  users. 

2.   Competitive  Bid  vs.  Negotiated  Transactions. 

(a)  strictly  speaking  —  nothing  in  language  of 
Section  10  or  Rule  lOb-5  of  the  Exchange  Act 
or  Section  17  of  Securities  Act  leads  to  the 
conclusion  that  there  is  a  different  "test" 
for  underwriters'  liability  in  competitive 
bid  situations  as  opposed  to  negotiated 
transactions; 

(b)  difficulties  for  underwriters  re  competitive 
bid  disclosure  (query  whether  WPPSS  will  or 
should  change  diligence  practices  in  competi- 
tive bid  situations); 

(c)  problems  with  the  "shingle"  ("fraud-on-the- 
market")  theory  -  would  a  court  hold  that  an 
underwriter  of  bonds,  purchased  by  it  in 
competitive  bid,  makes  implicit  representa- 
tion to  its  customers  as  to  the  issuer  (or 
the  company,  in  the  case  of  industrial  devel- 
opment bonds)  or  the  G[uality  of  the  bonds? 

Cf .  Shores  v.  Sklar,  cited  below  in  Section 
E.l.   Majority  opinion  in  Sklar  implicitly 
supports  "shingle"  theory  but  note  that  case 
involved  negotiated  transaction.   See  also 
Escott  V.  BarChris,  supra  at  696.   Court 
observed  that  "prospective  investors  rely 
upon  the  reputation  of  the  underwriters  in 
deciding  whether  to  purchase  the  securities." 
Cf .  T.J.  Raney  &  Sons  v.  Fort  Cobb,  Okla. 
Irrigation  Fuel  Authority,  717  F.2d  1330 

(10th  Cir.  1983),  cert,  denied,  U.S. 

,  104  S.  Ct.  1285  (1984)  (bond  counsel's 

duty  regarding  validity  of  bonds);  Rose  v. 
Ark.  Valley  Environmental  and  Utility  Author- 
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ity,  562  F.Supp.  1180,  1198-1210  (W.D.  Mo. 
1983)  (bond  counsel);  Grossman,  et  al.  v. 
Wasta  Manaqemant,  Inc.  at  al..  Fed.  Sac.  L. 
Rap.  (CCH)  f  91,550  (N.D.  111.  Juna  14,  1984) 
(discuaaing  Shoraa  v.  Sklar  and  T.J.  Ranav) 

(d)  considerations  re  competitive  bid  disclosure 
for  underwriters  --  if  after  review  of  notice 
of  sale  and  Official  Statement,  and  other 
available  information,  underwriter  feels  that 
security  is  a  "good  credit",  what  does  under- 
writer do  if  it  nonetheless  feels  there  are 
material  gaps,  inconsistencies  or  errors  in 
documents  which  form  the  basis  of  its  bid? 
Among  the  many  considerations  which  might  go 
into  its  decision  are: 

(i)   the  nature  of  the  possible  deficien- 
cies, e.g.,  is  underwriter  aware  of  an 
error  in  a  debt  schedule  as  opposed  to 
being  aware  that  the  statement  omits 
certain  demographic  data 

(ii)   financial  strength  and  quality  of 
issuer 

(iii)   historical  relationship  with  issuer 

(iv)   can  Official  Statement  be  corrected, 
if  not,  why? 

(v)   market  factors. 

(e)  how  are  theae  considerationa  affected  by  the 
absence  of  a  "sticker-out"  provision  in  most 
competitive  deals  and  the  consequent  ability 
of  the  issuer  to  bind  the  underwriter  to  the 
transaction  in  the  face  of  post-bid  but  pre- 
closing  events  that  materially  alter  the 
issuer's  position?   See,  e.g. ,  Roosevelt  & 
Cross,  Inc.  v.  County  of  Albany,  72  A.D.2d 
855  (1979),  appeal  denied,  49  N.Y.2d  704 
(1980). 

3.   Appropriateness  of  determining  extent  of  diligence 
baaed  on  aize  of  offering. 
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4.  Can  participating  underwriters  rely  on  the  "due 
diligence"  defense  of  the  lead  underwriters?  Cf . 
Competitive  Association,  Inc.  v.  International 
Health  Sciences.  Inc.,  [1974*1975  Transfer  Binder! 
Fed.  Sec.  L.  Rptr.  f  94,966  (S.D.N.Y.  1975)  (hold- 
ing that  since  the  lead  underwriter  established  its 
due  diligence  defense,  all  underwriters  in  the 
syndicate  were  entitled  to  the  defense). 

5.  Reliance  on  others  -  counsel,  auditors,  consul- 
tants, etc. 

C.   Underwriters'  Counsel. 

1.  Review  of  Basic  Underlying  Documentation 

(a)  while  bond  docximents  (e.g.  resolution,  inden- 
ture, bond  form)  are  primary  responsibility 
of  bond  counsel,  they  should  be  reviewed  by 
underwriter's  counsel,  as  should  state  con- 
stitutional provisions  and  statutes  and  fed- 
eral tax  law  and  regulations  relied  on  for 
tax  exempt  status; 

(b)  industrial  revenue  bonds 

(i)   issuer-company  documents  (e.g.  loan 
agreement;  lease;  installment  sale 
contract) 

(il)   company  docximents  submitted  to  bond 

counsel  (e.g.  specifications  for  pol- 
lution control  eq[uipment;  documenta- 
tion for  capital  expenditures;  arbi- 
trage certificates) 

(lii)   other  financing  documents  (e.g.  letter 
of  credit  agreements,  standby  bond 
purchase  agreements,  remarlceting 
agreements) ; 

(c)  trend  toward  book-entry/uncertificated  secu- 
rity structure  (need  for  understanding  of 
relevant  (and  evolving)  UCC  provisions). 

2.  Purchase  Contract  (Underwriting  Agreement)  -  pri- 
mary responsibility  of  underwriter's  counsel 
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(a)  purpos* 


(i)   establish  economic  terms  between  is- 
suer and  underwriter 

(ii)   check  list  for  various  parties'  re- 
sponsibilities; aid  in  underwriter's 
investigatory  or  "due  diligence"  obli- 
gations, 

(b)   timing 

(i)   when  signed  -  not  until  the  under- 
writer has  "priced"  the  issue 

(ii)   importance  of  early  draft  circulation 
-  so  that  each  party  to  transaction 
knows  what  is  req[uired  of  it  at  clos- 
ing; 

3.  Assist  underwriters  in  "due  diligence". 

4.  Underwriters'  counsel's  opinions 

(a)  legal  aspect  of  the  opinion; 

(b)  "negative"  comfort  (i.e.  lOb-5)) 

(1)   should  it  be  in  separate  letter? 

(ii)   importance  of  exclusions  (e.g.  finan- 
cial and  statistical  data) 

(iil)   period  between  signing  Purchase  Con- 
tract and  Closing 

(iv)   relationship  to  underwriters'  investi- 
gatory or  "due  diligence"  duty; 

(c)  letter  of  credit  financing  has  created  two 
areas  for  opinion,  i.e.  "bankruptcy"  and  the 
enforceability  of  a  letter  of  credit  and  any 
pledge  of  collateral  in  support  thereof  if 
LOC  bank  later  becomes  insolvent  or  goes  into 
receivership.   These  are  sometimes  rendered 
by  underwriters'  counsel  if  issuer  or  company 
counsel  does  not  have  requisite  expertise. 
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5.  Do«8  thm   •tandard  which  undazvr iters'  counsel  uses 
for  review  differ  from  standard  which  it  would 
enploy  if  it  were  acting  as  bond  counsel  or  other- 
wise rendering  validity,  legality  or  tax  exemption 
opinions? 

D.  Other  Coxmsel. 

1.  Issuer's  Cotinsel  [role  often  performed  by  bond 
counsel ] 

2.  Industrial  User's  (or  Company)  Counsel 

3.  Counsel  for  Trustee 

4.  Counsel  for  Rating  Agencies 

5.  Special  Tax  Counsel 

6.  Counsel  for  Letter  of  Credit  (or  "put")  Bank  or 
Insurer 

7.  Experts'  (e.g.  consultant,  engineers)  Counsel 

E.  Ethical  and  Other  Legal  Standards. 

1.  ABA  Model  Rules  of  Professional  Conduct,  Rule  1.1 
which  mandates  "competent  representation"  by  a 
lawyer  of  his  or  her  client. 

2.  ABA  Committee  on  Ethics  and  Professional  Responsi- 
bility, Formal  Opinion  335,  Feb.  2,  1974.   Counsel 
writing  opinion  letters  for  securities  transactions 
must  inquire  into  "relevant  facts",  but  absent 
"reasonable  cause"  the  attorney  may  rely  on 
client's  statement  of  facts. 

"Bond  counsel  were  not  expected  to  investigate 
the  creditworthiness  of  the  City.   However, 
when  put  on  notice  of  circumstances  that  called 
into  question  matters  basic  to  the  issuance  of 
their  opinion,  bond  counsel  should  have  con- 
ducted an  additional  investigation.   And  bond 
counsel  with  knowledge  of  information  material 
to  investors  should  have  taken  all  reasonable 
steps  to  satisfy  themselves  that  those  material 
facts  were  disclosed  to  the  p\iblic."  SEC  Staff 
Report,  Transactions  in  Securities  of  the  City 
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of  M«w  York,  Chap.  6  —  "The  Role  of  Bond  Coun- 
ael,"  pp.  81-82  (August  26,  1977). 

3.  Restatement  2d  of  Torts  S  299A.   See  particularly 
Comment  d  which  argues  that  a  professional  who 
holds  himself  or  herself  out  as  an  expert  may  be 
required  to  fulfill  a  higher  standard  of  care  than 
otherwise  required.   See  in  this  regard  Wright  v. 
Williams,  47  Cal.  App.  3d  803,  121  Cal.  Rptr.  194 
at  199  (1975) 

"...  a  lawyer  holding  himself  out  to  the 
public  and  the  profession  as  specializing  in  an 
area  of  law  must  exercise  the  skill,  prudence, 
and  diligence  exercised  by  other  specialists  of 
ordinary  skill  and  capacity  specializing  in  the 
same  field."  and 

See  also  Walker  v.  Bangs,  92  Wash.  854,  601  P. 2d 
1279  (1979). 

4.  Sommer,  The  Emerging  Responsibilities  of  the  Secu- 
rities Lawyer,  [1973-74]  Fed.  Sec.  L.  Rep.  (CCH) 

1  79,631  (January,  1974).   Former  SEC  Commissioner 
Sommer  predicted  that  "in  securities  matters  .  .  . 
the  attorney  will  have  to  function  in  a  matter  more 
akin  to  that  of  the  auditor  than  to  that  of  the 
advocate . " 

F.  Liability  of  Counsel  for  Improper  Disclosure. 

1.  Shores  v.  Sklar,  647  F.2d  462  (5th  Cir.  1981)  (en 
banc),  cert,  den.,  459  U.S.  1102,  103  S.  Ct.  722 
(1983).   In  this  12-10  en  banc  decision,  the  Fifth 
Circuit  held  that  bond  counsel  (among  others)  who 
omitted  material  facts  from  an  offering  circular 
was  liable  under  lOb-5  to  purchasers  who  never  read 
the  circular  since  the  purchasers  "reasonably  re- 
lied on  the  bonds'  availability  on  the  market  as  an 
indication  of  their  apparent  genuineness  .  .  .  . " 
pp.  469-70.   See  also  T.J.  Raney  &   Sons  v.  Fort 
Cobb  Okla.,  Irrigation  Fuel  Auth. ;  Rose  v.  Ark. 
Valley  Environmental  and  Utility  Auth. ,  supra. 

2.  Nelson  v.  Quimby  Island  Reclamation  District  Fa- 
cilities Corp. ,  supra;  Baron  v.  Commercial  &  Indus- 
trial Bank  of  Memphis,  supra .   These  cases  reach 
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contradictory  an«w«rs  to  the  question  whether  an 
opinion  letter  Is  a  "prospectus." 

3.  Cronln  v.  Midwestern  Oklahoma  Development  Author- 
ity, 619  F.2d  856  (10th  Clr.  1960).   Bond  counsel 
Is  liable  to  purchasers  If  they  "are  shown  to  have 
had  participation  in  the  issuance  of  the  bonds  and 
thus  owed  a  duty  to  all  the  buyers  to  reveal  the 
facts  includln?  the  depleted  value  of  the  bonds, 
and  if  the  defendant- lawyers  and  banks  knowingly 
aided  the  underwriter  in  the  issuance  of  value 
depleted  bonds".   Id^  at  862. 

4.  Exchange  Act  Release  No.  17,831,  [19811  Fed.  Sec. 
L.  Rep.  (CCH)  1  82,874  (Jtine  1,  1981).   Concludes 
that  an  underwriter's  counsel  who  signed  an  opinion 
letter  without  investigating  the  underlying  facts 
failed  to  meet  "applicable  standards"  of  profes- 
sional conduct. 

5.  SEC  V.  Calhoun  County  Medical  Facility,  Inc., 
[1981-821  Fed.  Sec.  L.  Rep.  (CCH)  1  98,243  (N.D. 
Miss.  May  28,  1981);  In  re  Jo  M.  Ferguson,  5  S.E.C. 
Docket  No.  2  (Sept.  3,  1974).   In  both  cases  a 
consent  agreement  was  entered  in  which  the  attor- 
ney-defendants agreed  to  institute  certain  proce- 
dures to  prevent  future  violations  of  the  securi- 
ties laws. 

6.  In  re  Wash.  Public  Power  Supply  System  Securities 
Litigation,  C-63-232  (W.D.  Wash.).   The  cases  in- 
volve, among  other  claims,  allegations  that  bond 
counsel  are  liable  for  rendering  opinions  as  to  the 
validity  of  Participants'  Agreements  supporting  rev- 
enue bonds  when  courts  sxibsequently  held  participants 
lacked  authority  to  enter  into  agreements  (see  Chemi- 
cal Bank  v.  WPPSS  cited  above  in  Section  I.B.3.) 

IV.   What  will  (should)  be  the  proper  response  be  to  the  WPPSS 
debacle  regarding  the  role  of  counsel  and  disclosure  stan- 
dards for  municipal  and  agency  securities? 

A.   Administrative  response  by  the  MSRB? 

1.  disclosure  standards 

2.  duty  of  care 
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3.      conflict  of  interest 

B.  Legislative  response? 

Do  recent  events  warrant  a  reconsideration  of  the  poli- 
cies implemented  by  the  Tower  Amendment  that  "states, 
cities,  counties  or  villages  [shall  not  be  subjected] 
to  any  unnecessary  disclosure  requirements  promulgated 
by  the  [MSRB  or  the  SEC]."   121  Cong.  Rec.  10737,  94th 
Cong.  1st  Sess.  (1975)  (Remarks  of  Senator  Tower). 

C.  Special  disclosure  counsel  for  competitively  bid  trans- 
actions. 
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EXHIBIT  A 


AMERICAN  BAR  ASSOCIATION 
MODEL  RULES  OF  PROFESSIONAL  CONDUCT 


RULE  1.1 


A 

tMitatea 


CMipctcal  reprtfcnUtioM 

for 


COMMENT: 
Lcgy  KoMrtodfc 


In  detcnniiiing  whether  a  lawyer  employs 
the  requisite  knowledfe  and  skill  in  a  particu- 
lar matter,  relevant  factors  include  the  rela- 
tive complexity  and  specialized  nature  of  the 
matter,  the  lawyer's  general  experience,  the 
.'awyer's  training  and  exoerience  in  the  field 
in  quesuon.  the  preparation  and  aiuay  the 
lawyer  is  able  to  give  the  matter  and  whether 
it  is  feasible  to  refer  the  matter  to.  or  associ- 
ate or  consult  with,  a  lawyer  of  esublished 
competence  in  the  field  in  question.  In  many 
instances,  the  required  proficiency  is  that  of 
i  general  practitioner.  Expertise  in  a  particu- 
lar field  of  law  may  be  required  in  some  cir- 
cumstances. 

A  hnvyer  need  not  necessarily  have  special 
training  or  prior  experience  to  handle  legal 
problems  of  a  type  with  which  the  lawyer  is 
unfamiliar.  A  newly  admitted  lawyer  can  be 
IS  competent  as  a  practitioner  with  long 
experience.  Some  important  legal  skills,  such 
IS  the  analysis  of  prccedem.  the  evahiation 
of  evidexe  and  legal  drafting,  are  required  in 
aH  legal  problems.  Perhaps  the  moat  funda- 
mental  legal  skill  consists  of  determining 
what  kind  of  legal  problems  a  situation  may 
involve,  a  skill  that  necessarily  transcends 
any  particular  specialized  knowledge.  A  law^ 
ytr  can  provide  adequate  representation  in  a 
wholly  novel  field  through  necessary  study. 
Competent  representation  can  also  be 
provided  through  the  association  of  a  lawyer 
of  established  competence  in  the  field  in 
question. 

♦Copyright  1983  American  Bar  Association. 
All  Rights  Reserved.   Reprinted  with 
permission. 


In  an  emergency  a  lawyer  may  give  advice 
or  assistance  in  a  matter  in  which  the  lawyer 
does  not  have  the  skill  ordinarily  required 
where  referral  to  or  consulution  or  associa- 
tion with  another  lawyer  wouU  be  impracti- 
cal. Even  in  an  emergency,  however, 
assistance  should  be  limited  to  that  reason- 
ably necessary  in  the  circumstances,  for  ill 
considered  action  under  emergency  condi- 
tions can  jeopardize  the  client's  interest. 

A  lawyer  may  accept  representation  where 
the  requisite  level  of  competence  can  be 
achieved, by  reasonable  preparation.  This 
applies  as  well  to  a  lawyer  who  is  appointed 
as  counsel  for  an  unrepresented  person.  See 
also  Rule  6.2. 


Competent  handling  of  a  particular  matter 
includes  inquiry  into  and  analysis  of  the  fac- 
tual and  legal  elements  of  the  problem,  and 
use  of  methods  and  procedures  meeting  the 
standards  of  competent  practitioners.  It  also 
includes  adequate  preparation.  The  required 
attention  and  preparation  are  determined  in 
part  by  what  is  at  stake:  mi^or  litigation  and 
complex  transactions  ordinarily  require  more 
elaborate  treatment  than  matters  of  lesser 


To  maintain  the  requisite  knowledge  and 
skill,  a  lawyer  should  engage  in  continuing 
study  and  education.  If  a  system  of  peer 
review  has  been  established,  the  lawyer 
should  consider  making  use  of  it  in  appropri- 
ate circumstances. 
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Exhibit   B 


AMERICAN  BAR  ASSOCIATION 


C 


OMMiTTEE  ON  E'nfCS  AND  ^°0-E3S:C^JA.L  ?E5Pa>JS8lL'TV 


Fomud  Opinion  335  Febnuuy  2, 1974 

In  writing  opinions  as  the  basis  for  transactions  involving  sales  of 
unregistered  securities,  a  lawyer  should  make  adequate  preparation  including 
inquiry  into  the  relevant  facts  in  a  manner  consistent  with  the  guidelines  set  out 
in  this  opinion,  but.  while  he  should  not  accept  as  true  that  which  he  does  not 
reasonably  believe  to  be  true,  he  does  not  have  the  responsibility  to  "audit**  the 
affairs  of  his  client  or  to  assume,  without  reasonable  cause,  that  the  client's 
statement  of  the  facts  cannot  be  relied  on. 

Release  #5168  of  the  Securities  and  Exchange  Commission  (SEC) 

under  the  Securities  Act  of  1933  (Release  ^239  under  the  Securities 

Eichange  Act  of  1934)  was  published  on  July  7, 1971.  It  set  forth  certain 

basic  standards  of  conduct  required  of  broker-dealers  to  meet  their 

responsibilities  in  connection  with  sales  of  unregistered  securities.  In  a 

footnote  to  the  next-to-last  paragraph  of  the  Release,  dealing  with  the 

obligation  of  a  broker-dealer  to  review  the  surrounding  facts  and  obtain 

the  opinion  of  competent  disinterested  counsel  concerning  the  legality  of 

sales,  it  referred  to  Securities  Act  Release  #4445  (Securities  Exchange 

Act  Release  #6721),  published  on  February  2,  1%2,  in  the  following 

manner: 

"In  this  regard,  the  Commission  has  stated  that  'if  an  attorney  furnishes  an 
opinion  based  solely  on  hypothetical  facts  which  he  has  made  no  effort  to 
verify,  and  if  he  knows  that  his  opinion  will  be  relied  upon  as  the  basis  for  a 
substantial  distribution  of  unregistered  securities,  a  serious  question  arises  as 
to  the  propriety  of  his  professional  conduct.'  " 

The  Commission's  repetition  of  this  language  led  to  inquiries  of  this 
Committee  as  to  the  circumstances  under  which  and  the  extent  to  which 
the  Code  of  Professional  Responsibility  might  require  that  a  lawyer  make 
some  effort  to  verify  or  supplement  the  facts  submitted  to  him  as  the 
basis  for  an  opinion  that  certain  sales  of  securities  need  not  be  registered 
under  the  Securities  Act  of  1933.  The  question  is  of  such  importance  to 
so  many  lawyers  that  this  Committee  has  issued  this  Formal  Opinion  in 


Amarican  Bar  AMoeiatien  CommiitM  on  Ethia  and  Prnfaawonal  Ra^onaibility  11 S5  East 
60th,  Chicago,  illinoia  60637  Ttitphona  i312)  493-0533  CHAIRMAN:  Lyman  M.  Tondai.  Jr.. 
Ona  Staia  Straat  Plaza,  Na«w  York.  NY  10004  O  Btny  8.  Fictchar.  Statila.  WA  C?  Harry 
Garthcnson,  St.  Louis.  MO  O TKomat  C.  MacOonald.  Jr..  Tampa.  FLO Haro'd  L.  Rock.  Omaha. 
NB  Q  John  F.  Sutton,  Jr..  Austin.  TX  C  Levws  H.  Van  Outan,  Jr..  Phiiadaiphia.  PA  ^Shtrman  S. 
Walpten.  Jr..  Lot  Anfftlat.  CA  O  STAFF  Di/teCTOR:  C.  Runali  Twist.  1155  E.  60tr  S:.. 
Chicago,  I L  60637 
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2      FORMAL  OPINION  3JS  (FEBRUARY  2. 1974) 

an  effort  to  clarify  the  existence  and  extent  of  a  lawyer's  responsibility  in 
writing  such  opinions.  ^ 

At  the  outset  it  should  be  made  clear  that  we  are  concerned  only  with 
opinions  written  as  the  basis  for  transactions  involving  sales  of 
unregistered  securities.  The  scope  of  this  opinion  does  not  include  legal 
or  other  services  of  lawyers  rendered  in  securities  transactions  or  their 
participation  therein  beyond  the  rendering  of  such  opinions. 
Furthermore,  opinions  written  in  connection  with  securities  registrations 
or  other  matters  are  not  within  the  scope  of  this  opinion.  We  should  also 
make  it  clear  that,  having  no  specific  facts  before  us  and  being  in  a 
position  only  to  provide  guidelines  rather  than  standards,  this  opinion  is 
not  concerned  with  what  constitutes  negligence — an  issue  for  the  trier  of 
fact  under  a  particular  set  of  facts. 

Section  5  of  the  Securities  Act  of  1933  broadly  prohibits  the  use  of  the 
mails  or  facilities  of  interstate  commerce  to  sell  a  security  unless  a 
registration  statement  is  in  effect  covering  such  security.  However, 
important  exemptions  from  the  requirements  of  registration  are 
provided,  inter  alia,  by  Section  4  of  the  Act.  which,  as  supplemented  by 
rules  thereunder.  e,g..  Rule  144,  exempts  transactions  by  an  issuer  not 
involving  a  public  offering,  transactions  not  involving  an  issuer, 
underwriter  or  dealer,  and  certain  transactions  by  dealers  and  brokers. 

Where  an  exemption  is  claimed  it  has  been  common  for  the  principals 
to  rely  on  opinions  of  attorneys  who  recite  the  facts,  and  then  say  that  on 
the  basis  of  such  facts  the  transaction  is  entitled  to  the  exemption. 

It  is,  of  course,  important  that  the  lawyer  competently  and  carefully 
consider  what  facts  are  relevant  to  the  giving  of  the  requested  opinion 
and  make  a  reasonable  inquiry  to  obtain  such  of  those  facts  as  are  not 
within  his  personal  knowledge.  Depending  upon  the  circumstances,  the 

1.  The  lawyer'i  proper  role,  as  stated  in  this  opinion,  is  based  upon  the  Ethical 
Considerations  of  the  Code.  From  the  standpoint  of  a  mandatory  duty  enforceable  upon 
the  lawyer  under  the  Disciplinary  Rules,  it  is  noted  that  DR  7-l02(AXS)  becomes 
applicable  if  a  lawyer  knows  that  he  is  making  a  false  statement  of  law  or  of  fact  in  the 
opinion:  that  DR  7-102(AX7)  becomes  applicable  if  a  lawyer,  knowing  that  his  client  is 
engaged  in  illegal  or  fraudulent  conduct,  nevertheless  counsels  or  assists  the  client  in  that 
conduct;  and  that  DR  6-101(AX2)  or  (3)  becomes  applicable  if  the  lawyer's  conduct  in 
furnishing  his  opinion  involves  indifference  and  a  consistent  failure  (o  carry  out  the 
obligations  he  has  assumed  to  his  client  or  a  conscious  disregard  for  the  responsibility 
owed  to  his  client  (see  Informal  Opinion  #1273.  dated  November  20.  1973).  But  the 
responsibility  stated  in  this  opinion,  measuring  the  purel)  ethical  obligations  of  the 
lawyer,  and  going  further  than  the  mandatory  obligations  imposed  bv  the  Disciplinary 
Rules,  is  based  upon  EC  6- 1 ,  EC  6-4.  EC  6-5.  EC  7-5.  EC  7-6.  EC  7-8.  EC  5- 1 .  and  EC  1-5 
(See  also  the  fourth  paragraph  of  the  Preamble  and  the  fourth  paragraph  of  (h^ 
Preliminary  Statement.  Code  of  Professional  Responsibility.) 
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lawyer  may  or  may  not  need  to  go  beyond  directing  questions  to  his  client 

and  checking  the  answers  by  reviewing  such  appropriate  documents  as 

are  available. 
Before  going  into  more  detail  on  the  matter  of  the  extent  of  any 

required  further  inquiry,  we  should  point  out  the  importance  of  avoiding 
mistakes  in  communication  between  the  client  and  the  lawyer.  In  cases 
turning  upon  whether  or  not  registration  of  securities  is  required,  the 
facts  are  likely  to  be  important  and  a  lack  of  proper  communication 
between  the  client  and  the  lawyer  could  cause  grave  difficulties. 
Therefore,  before  a  lawyer  signs  an  opinion  based  on  facts  furnished  by 
his  client,  he  should  take  reasonable  steps  to  make  sure  that  the  client 
understands  exactly  what  facts  he  has  requested  and  that  he  accurately 
understands  what  the  client  has  told  him. 

We  turn  now  to  the  precise  question  presented,  namely,  the 
circumstances  under  which,  and  the  extent  to  which,  a  lawyer  should 
verify  or  supplement  the  facts  presented  to  him  as  the  basis  for  such  an 
opinion. 

In  any  event,  the  lawyer  should,  in  the  first  instance,  make  inquiry  of 
his  client  as  to  the  relevant  facts  and  receive  answers.  If  any  of  the 
alleged  facts,  or  the  alleged  facts  taken  as  a  whole,  are  incomplete  in  a 
material  respect;  or  are  suspect;  or  are  inconsistent;  or  either  on  their 
face  or  on  the  basis  of  other  known  facts  are  open  to  question,  the  lawyer 
shoukl  make  further  inquiry.  The  extent  of  this  inquiry  will  depend  in 
each  case  upon  the  circumstances;  for  example,  it  would  be  less  where 
the  lawyer's  past  relationship  with  the  client  is  sufficient  to  give  him  a 
basis  for  trusting  the  client's  probity  than  where  the  client  has  recently 
engaged  the  lawyer,  and  less  where  the  lawyer's  inquiries  are  answered 
fully  than  when  there  appears  a  reluctance  to  disclose  information. 

Where  the  lawyer  concludes  that  further  inquiry  of  a  reasonable 
nature  would  not  give  him  sufficient  confidence  as  to  all  the  relevant 
facts,  or  for  any  other  reason  he  does  not  make  the  appropriate  further 
inquiries,  he  should  refuse  to  give  an  opinion.  However,  assuming  that 
the  alleged  facts  are  not  incomplete  in  a  material  respect,  or  suspect,  or 
in  any  way  inherently  inconsistent,  or  on  their  face  or  on  the  basis  of 
other  known  facts  open  to  question,  the  lawyer  may  properly  assume  that 
the  facts  as  related  to  him  by  his  client,  and  checked  by  him  by  reviewing 
such  appropriate  documents  as  are  available,  are  accurate. 

Preliminarily,  we  state  two  examples  as  a  means  of  defining  the 
extremes  of  the  problem  in  giving  an  opinion  to  a  securityholder  who 
wishes  to  sell  securities  to  the  public  without  registration.  On  the  one 
extreme,  if  a  lawyer  is  asked  to  issue  an  opinion  concerning  a  modest 
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amount  of  a  widely  traded  security  by  a  responsible  client,  whose  lack  of 
relationship  to  the  issuer  is  well  known  to  the  lawyer,  he  may  ordinarily 
proceed  to  issue  the  opinion  with  considerable  confidence.  On  the  other 
extreme,  if  he  is  asked  to  prepare  an  opinion  letter  covering  a  substantial 
block  of  a  little  known  security,  where  the  client  (be  it  selling  shareholder 
or  broker)  appears  reluctant  to  disclose  exactly  where  the  securities  came 
from  or  where  the  surrounding  circumstances  raise  a  question  as  to 
whether  or  not  the  ostensible  sellers  may  be  merely  intermediaries  for 
controlling  persons  or  statutory  underwriters,  then  searching  inquiry  is 
called  for. 

As  a  further  example,  suppose  that  a  broker  client  requests  a  legal 
opinion  that  a  proposed  sale  of  shares  of  X  Company  would  comply  with 
Rule  144.  and  thus  be  exempt  from  registration,  and  supplies  the  lawyer 
with  a  statement  of  the  facts  that  allegedly  would  support  such  an 
opinion  and  a  copy  of  Form  144  proposed  to  be  filed,  if  any.  Assuming 
that  the  broker  is  known  to  the  lawyer  to  be  of  good  repute,  that  the 
lawyer  has  read  the  proposed  or  executed  Form  144.  if  any,  and  that  the 
alleged  facts  do  not  require  further  inquiry  for  any  of  the  reasons  stated 
above,  the  lawyer  may  properly  give  the  opinion.  If  on  the  other  hand  the 
alleged  facts  do  require  farther  inquiries  for  any  of  the  reasons  stated 
above,  the  lawyer  should  either  make  such  inquiries  until  satisfied  or 
refuse  to  give  an  opinion  if  he  concludes  that  reasonable  inquiry  would 
still  not  satisfy  him.  It  is  difficult  to  state  a  formula  for  determining  how 
far  a  lawyer  must  go  to  satisfy  the  requirement  that  he  make  a 
reasonable  effort  to  verify  particular  facts  in  such  a  case.  However,  it 
would  seem  that,  for  example,  the  verification  from  the  issuer  or  its 
counsel  of  the  number  of  shares  of  the  class  outstanding  and  the 
verification  (perhaps  through  financial  journals)  of  the  relevant  trading 
volume,  an  attempt  (by  checking  through  a  quotation  service  and/or  the 
relevant  "pink"  quotation  sheets)  to  determine  whether  or  not  the  broker 
is  making  solicitations  of  offers  to  buy  the  securities,  and  the  inspection 
of  a  written  statement  from  the  issuer  of  the  securities  that  it  has 
complied  with  the  reporting  requirements  mentioned  in  Rule  144  should 
normally  be  sufficient  where  verification  is  indicated. 

Another  example  would  be  where  a  corporate  client  requests  an 
opinion  as  to  whether  a  proposed  transaction  would  be  within  the  private 
offering  exemption  furnished  by  Section  4(2)  of  the  Securities  Act  of 
1933.  In  this  situation,  the  lawyer  should  obtain  from  the  client 
information,  preferably  in  writing,  from  which  the  lawyer  may  reach  the 
legal  conclusion  that  the  exemption  is  (or  is  not)  available.  Here  again. 
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the  lawyer  may  properly  rely  upon  the  infSormatioa  furnished  by  a  client 
well  known  to  him,  assuming  that  it  is  not  inconsistent,  suspect, 
otherwise  open  to  question,  or  incomplete  in  a  material  respect. 

If  the  lawyer  has  some  reason  to  believe  that  one  or  more  of  the 
statements  of  fact  furnished  him  as  a  basis  for  the  opinion  may  not  be 
correct,  he  should  make  a  determination  as  to  whether  to  refuse  to  give 
an  opinion  or  whether  to  attempt  to  verify  one  or  more  of  the  relevant 
facts.  This  matter  was  discussed  in  connection  with  the  example  dealing 
with  Ruling  144.  If  he  does  determine  that  he  will  proceed,  he  should 
decide  on  the  extent  of  verification  in  the  light  of  the  particular  situation. 
If,  for  example,  the  lawyer  has  any  reason  to  doubt  the  reliability  of  the 
information  relevant  to  whether  the  offerees  have  the  requisite 
sophistication  to  meet  the  standard  applicable  to  the  Section  4(2) 
exemption,  he  should  reasonably  satisfy  himself  that  the  client  correctly 
understands  the  concept  of  ''sophistication"  and  he  might  appropriately 
obtain  from  his  client  further  information  on  each  ofTeree  and  his 
background  in  order  to  determine  that  each  was  sufficiently 
^'sophisticated"  to  be  able  to  fend  for  himself  and  did  not  need  the 
protection  of  a  registration  statement  Where  information  which  may  be 
relevant  to  a  determination  of  whether  or  not  the  exemption  provided  by 
Section  4<2)  is  available  may  be  quite  difficult,  if  not  impossible,  to 
verify,  it  might  in  fact  be  necessary  to  rely  completely  on  the  client,  but 
this  necessity  does  not  decrease  the  lawyer's  ultimate  responsibility  to 
exercise  his  independent  judgment  in  determining  whether  the  client  had 
A  reasonable  basis  for  its  determination  that  each  client  was  sufficiently 
'"sophisticated"  and  whether,  in  view  of  all  the  facts  developed,  the 
Section  4(2)  exemption  is  available.  If  the  lawyer  considers  that  there  is 
any  material  deficiency  in  that  information,  he  should  simply  refuse  to 
give  an  opinion  on  the  subject. 

A  properly  drafted  opinion  will  recite  clearly  the  sources  of  the 
Attorney's  knowledge  of  the  facts.  Where  verification  is  otherwise  called 
for,  an  attorney  should  make  appropriate  verification  and  should  not 
rely  on  the  use  of  such  phrases  as  "based  upon  the  facts  as  you  have 
given  them  to  me"  or  "apart  from  what  you  have  told  me,  I  have  not 
isiquired  as  to  the  facts." 

The  essence  of  this  opinion,  the  scope  of  which  has  been  set  forth  in 
the  third  paragraph,  supra,  is  that,  while  a  lawyer  should  make  adequate 
preparation  including  inquiry  into  the  relevant  facts  that  is  consistent 
with  the  above  guidelines,  and  while  he  should  not  accept  as  true  that 
which  he  should  not  reasonably  believe  to  be  true,  he  does  not  have  the 
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responsibility  to  "audit"  the  affairs  of  his  client  or  to  assume,  without 
reasonable  cause,  that  a  client's  statement  of  the  facts  cannot  be  relied 
upon. 

The  steps  reasonably  required  of  the  lawyer  in  making  his 
investigation  must  be  commensurate  with  the  circumstances  under 
which  he  is  called  upon  to  render  the  opinion,  but  he  must  bear  in  mind 
that  his  responsibility  is  to  render  to  the  client  hb  considered, 
independent  opinion  whether,  having  made  at  least  inquiries  such  as 
those  suggested  by  the  above  guidelines,  the  claimed  exemption  is  or  is 
not  available  under  the  law.  While  the  responsibility  of  the  lawyer  is  to 
his  client,  he  must  not  be  oblivious  of  the  extent  to  which  others  may  be 
affected  if  he  is  derelict  in  fulfilling  that  responsibility.  A  good  lawyer  is  a 
conscientious  lawyer  who  strives  to  fulfill,  not  only  the  obligations 
imposed  by  the  Code's  Disciplinary  Rules,  but  also  the  higher 
responsibilities  contained  in  the  Code's  Ethical  Considerations. 
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E^diibit  C 


Securities  Exchange  Act  of  1934  Release  No.  17831 
(June  1,  1981) 
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SECURITIES  EXCHANGE  ACT  OF  1934 
Release  No.  17831/June  1.  1961 

ATTORNEY  S  CONDUCT  IN  ISSUING  AN  OPIN- 
ION LETTER  WITHOUT  CONDUCTING  AN  IN- 
OUiRY  OF  UNDERLYING  FACTS  FAILED  TO 
COMPORT  WITH  APPLICABLE  STANDARDS  OF 
CONDUCT 
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INTRODUCTION 

After  consideration  by  the  Commission  of  the  role 
of  the  lawyer  virho  represented  an  underwriter  in 
the  public  offering  of  certain  industrial  revenue 
bonds,  the  Commission  has  determirted,  in  the  ex- 
ercise of  its  prosecutorial  discretion,  not  to  Insti- 
tute an  enforcement  proceeding  against  that  per- 
son, charging  aiding  and  abetting  of  violations  of 
antifraud  provisions  of  the  federal  securities  laws.^ 
This  decision  not  to  bring  an  enforcement  action  is 
not  based  on  any  conclusion  that  the  lawyer's  con- 
duct was  even  arguably  acceptable;  to  the  contra- 
ry, the  Commission  believes  that  the  lawyer  failed 
to  carry  out  his  professional  obligations  under  the 
circumstances  described  t>etow  and.  as  a  result, 
facilitated  violations  of  the  securities  laws.'  The 
Commission  has  taken  into  account  certain  other 
factors,  including  his  unfamiliarity  with  the  federal 
securities  laws  and  the  fact  that  he  relied,  in  a 
manner  inappropriate  under  the  circumstances, 
upon  bond  counsel,  an  experienced  securities  law- 
yer. The  Commission  t>eiteves.  however,  that  the 
public  and  the  bar  should  t>e  apprised  of  the  con- 
duct of  the  lawyer  in  this  case  and  of  the  Commis- 
sion's views  as  to  the  responsibilities  of  lawyers 
who  render  opinions  in  connection  with  securities 
transactions  which  affect  public  investors. 

THE  FACTS 

In  1977.  William  M.  Gotten,  an  attorney  in  Mem- 
phis, Tennessee,  rendered  an  opinion,  as  counsel 
for  an  underwriter,  in  connection  with  the  offer  and 
sale  of  industrial  revenue  bonds  not  required  to  t>e 
registered  pursuant  to  the  Securities  Act  of  1933. 
The  opinion  letter,  which  was  drafted  for  Mr.  Got- 
ten's  signature  by  bond  counsel  in  the  transaction, 
falsely  stated  that  the  offering  circular  did  not 
"omit  to  state  a  material  fact  necessary  to  make 
the  statements  therein,  in  the  light  of  the  circum- 
stances under  which  they  were  made,  not  mis- 
leading". 


^  The  Commission  is  issuing  this  Report  in  accord- 
ance with  its  authority  under  Section  21(a)  of  the 
Securities  Exchange  Act.  For  further  information 
concerning  the  related  civil  action  filed  against 
others,  see  Litigation  Release  No.  9366. 


» Ibid. 
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Unlike  many  other  Muttrial  bond  offerings  which 
are  intended  to  provide  funds  for  the  construction 
of  new  facilities,  the  offering  in  this  case  was  for 
the  purpose  of  acquiring  an  existing  hospital, 
which  had  operated  for  several  years.  While  the 
offering  circular  contained  projections  of  revenues, 
expenses  and  earnings,  it  contained  no  financial 
information  at>out  the  past  operations  of  the  hP$P<* 
tal.  This  operating  history  reflected  adversely  upon 
the  possibility  of  future  profitable  operations  and 
drew  into  serious  question  the  ability  of  the  issuer 
to  service  the  debt  being  issued. 

For  five  years  prior  to  the  offering,  net  income 
ranged  from  a  loss  to  a  $48,000  profit  during  a 
time  when  the  hospital  had  no  nfH)rtgage  indebted- 
ness or  other  debt  service.  Interest  expense  alone 
for  the  first  five  years  of  the  bond  aale  was  to  aver- 
age about  $155,000  per  year,  or  in  excess  of 
$100,000  more  than  the  hospital  had  ever  made 
as  profit  in  the  preceding  5  year  period.  Under  a 
new  management  company  which  had  operated 
the  hospital  during  the  year  immediately  preceding 
the  t>ond  offering,  with  no  debt  to  service,  a  net 
profit  from  operations  was  realized  of  only 
$24,000.  Debt  service  on  the  new  bonds  thus  re- 
quired more  than  $158,000,  or  an  amount  equiva- 
lent to  nfH)re  than  600%  of  the  hospital's  profits 
during  the  previous  year.  This  information,  clearly 
both  relevant  and  material  to  the  reasonableness 
of  the  income  projections,  was  not  disclosed. 

Mr.  Gotten  read  the  offering  circular  prior  to  ren- 
dering his  opinion.  And.  although  the  opinion  letter 
states  that  the  signator  has  not  independently 
checked  or  verified  most  of  the  material  state- 
ments in  the  offering  circular.  Mr.  Gotten,  who 
knew  that  the  issuer  was  a  going  concern  that  had 
been  in  operation  for  a  numt>er  of  years,  signed 
and  issued  the  opinion  letter  without  questioning 
the  omission  from  the  offering  circular  of  financial 
statements  concerning  the  issuer's  prior  operating 
history,  reviewing  any  documents  as  to  the  finan- 
cial status  of  the  issuer,  or  making  inquiry  as  to  re- 
sults of  the  operations  of  prior  years.'  This  inquiry 
was  totally  inadequate  and  facilitated  the  bond 
closing  and  the  t>ond  sales  to  the  public. 


)  In  that  letter,  Mr.  Gotten  also  opined  that  the 
bonds  were  exempt  from  registration  with  the 
Commission  under  the  Securities  Act  and  that 
compliance  with  the  Trust  Indenture  Act  was  rK)t 
required.  Although  these  opinions  turned  out  to  t>e 
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DISCUSStON 

The  nature  of  services  performed  by  lawyers  in 
connection  with  securities  transactions  frequently 
involves  the  rendering  of  opinions  concerning 
compliance  by  their  clients  with  the  federal  securi- 
ties laws.  This  is  so  t>ecause  legal  opinions  are 
often  essential  to  the  completion  of  the  transac- 
tions, and  the  parties  and  the  investing  public  look 
to  the  opinion  as  the  authoritative  statement  that 
the  matters  opined  upon  are  in  order.  The  impor- 
tance of  the  role  of  counsel  who  render  legal  opin- 
ions in  this  context  has  prompted  the  bar  to  estab- 
lish professional  standards  for  lawyers  who 
provide  them.  The  American  Bar  Association's 
Committee  on  Ethics  and  Professional  Responsi- 
bility, for  example,  has  addressed  the  duties  of 
counsel  who  render  securities  law  opinions  in 
Formal  Opinion  335.  60  A.6.A.  Jour.  466  (1974). 

Formal  Opinion  335  relates  to  opinions  written  as 
the  basis  for  transactions  involving  sales  of 
unregistered  securities  and  establishes  that,  as  a 
matter  of  professional  standards,  a  lawyer  must 
make  a  preliminary  inquiry  of  the  client  as  to  the 
relevant  facts  t>efore  rendering  an  opinion  as  to 
compliance  with  the  federal  securities  laws.  When 
tt^e  facts  obtained  from  the  client  appear  incom- 
plete or  inconsistent  with  facts  known  to  the  law- 
yer, or  are  otherwise  suspect,  the  lawyer  must 
make  further  inquiry.^  And,  if  after  such  further  in- 


FOOTNOTE.  Continued 

correct.  Mr.  Gotten  had  made  no  attempt  to  ascer- 
tain their  applicability  or  accuracy;  instead  he 
relied  upon  the  representations  of.  among  others, 
the  underwriter  and  bond  counsel. 

^Guidance  as  to  when  further  inquiry  is  appropri- 
ate is  provided  in  Formal  Opinion  335  which 
states: 

"*  *  *  the  lawyer  shoukj,  in  the  first  in- 
stance, make  inquiry  of  his  client  as  to 
the  relevant  facts  and  receive  answers. 
If  any  of  the  alleged  facts,  or  the  alleged 
facts  taken  as  a  whole,  are  incomplete 
in  a  material  respect;  or  are  suspect,  or 
are  inconsistent;  or  either  on  their  face 
or  on  the  basis  of  other  known  facts  are 
open  to  question,  the  lawyer  should 
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quiry.  the  lawyer  it  not  Mtitfied  at  to  all  the  rele- 
vant facts,  he  should  refuse  to  render  an  opinion.* 

In  addition.  Canon  6  of  the  Model  Code  of  Profes- 
sional Responsibility  of  the  American  Bar  Associa- 
tion requires  that  a  lawyer  represent  his  dient 
competently.  And  Disciplinary  Rule  6-101(A)  ex- 
pressly mandates  that  ^n  attorney  shall  not  handle 
a  legal  matter  which  he  knows  or  should  know  he 
is  not  competent  to  handle,  without  associating, 
himself  with  a  lawyer  who  is  competent  to  handle 
it,  and  shall  not  handle  a  legal  matter  without  prep- 
aration adequate  in  the  circumstarKes. 

The  smooth  functioning  of  the  securities  markets 
will  t>e  subject  to  serious  disruption  if  the  public 
cannot  safely  rely  on  the  expertise  proffered  by 
lawyers  rendering  their  opinions.  Unless  lawyers 
carefully  and  competently  ascertain  the  relevant 
facts,  and  make  a  reasonable  inquiry  of  their  cli- 
ents to  obtain  facts  not  within  their  personal  knowl- 
edge, their  opinions  may  facilitate  fraudulent 
transactions  in  securities.  This  is  so  particularly  as 
the  investing  public  looks  to  the  lawyer's  opinion 
as  a  safeguard  against  vioiaiions  of  the  federal  se- 
curities laws.  As  stated  by  the  United  States  Court 
of  Appeals  for  the  Second  Circuit  in  Securities 
and  Exchange  Commission  v.  Spectrum,  Ltd., 
489  F.2d  535  (2d  Cir.  1973).  in  discussing  the  con- 
duct of  an  attorney  who.  without  conducting  any 
inquiry  into  the  underlying  facts,  issued  a  false 
opinion  letter  that  unregistered  shares  coukj  be 
sold  without  registration,  "the  preparation  of  an 
opinion  letter  is  too  essential  and  the  reliance  of 
the  public  too  high  to  permit  due  diligence  to  t>e 
cast  aside  in  the  name  of  convenience.  "* 


make  further  inquiry  "  60  A.B.A.  Jour,  at 
489. 

'Again,  guidance  is  provided  in  Formal  Opinion 
335  which  cautions: 

"Where  the  lawyer  concludes  that  fur- 
ther inquiry  of  a  reasonable  nature 
would  not  give  him  sufficient  confiderice 
as  to  aJl  the  relevant  facts,  or  for  any 
other  reason  he  does  not  make  the  ap- 
propriate further  inquiries,  he  shoukl  re- 
fuse to  give  an  opinion."  td. 

*  See  also  United  States  v.  Benjamin,  328  F.2d 
654.  663  (2d  Cir.  1964)  involving  an  opinion  that 
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The  Commission  has  also  stated, 

"if  an  attorney  furnishes  an  opinion 
based  solely  on  hypothetical  facts  which 
he  has  made  no  effort  to  verify,  and  if 
he  krK>ws  that  his  opinion  will  t>e  relied 
upon  as  the  basis  for  a  substantial  dis- 
tributioQ  of  unregistered  securities,  a 
serious  question  arises  as  to  the  propri- 
ety of  his  professional  conduct." 


FOOTNOTE,  X^ontinued 

certain  securities  were  exempt  from  registration 
under  Section  3(a)(1)  of  the  Securities  Act: 

"in  our  complex  society  ...  the  lawyer's 
opinion  can  be  [an]  instrument  for  in- 
flicting pecuniary  loss  more  potent  than 
the  chisel  or  the  crowbar.  *  *  *  Con- 
gress could  not  have  intended  that  men 
holding  themselves  out  as  members  of 
these  ancient  professions  (the  account- 
ing and  legal  professions]  should  be 
able  to  escape  criminal  liability  on  a 
plea  of  ignorance  when  they  have  shut 
their  eyes  to  what  was  plainly  to  be 
seen  or  have  represented  a  knowledge 
they  knew  they  did  not  possess  ' 

And  see  Securities  and  Bxchange  Commission  v. 
Universal  Major  Industries,  Corp.,  S46  F.2d  1044 
(2d  Cir.  1976).  cerf.  c^emec^.  434  U.S.  834  (1977) 
(opinion  that  securities  could  be  sold  without  reg- 
istration); Securities  and  Exchange  Commission 
V.  Frank.  388  F.2d  486  (2d  Cr.  1968)  (failure  of 
lawyer  in  drafting  a  prospectus  to  make  inquiry  be- 
yond the  facts  supplied  to  him  by  his  client,  facts 
which  even  a  laymen  would  know  were  false); 

United  States  v.  Crosby.  294  F.2d  928  (2d  Cir. 
1961)  (opinion  that  unregistered  stock  was  freely 
transferable);  Escott  v.  Barchris  Construction  Co., 
283  F.  Supp  642  (S.D.N. Y.  1968)  (failure  to  inves- 
tigate the  accuracy  of  registration  statement 
signed  by  the  attorney);  cf.  Securities  and  Ex- 
change Commission  v.  Coven.  581  F.2d  1020  (2d 
Cir.  1978).  cert,  denied,  440  U.S  590  (1979)  (let- 
ter representing  that  a  sufficient  number  of  shares 
had  been  sold  to  facilitate  the  closing  of  an  "ail  or 
nothing"  offering);  Securities  and  Exchange  Com- 
mission V.  Manor  Nursing  Centers,  Inc.,  458  F.2d 


223 


Securititt  Act  Reltatt  No.  4445  (Securities  Ex- 
change Act  Release  No.  6721).  published  on  Feb- 
ruary 2. 1962  (cited  with  approval  by  the  Commis- 
sion in  Securities  Act  Release  No.  5168.  July  7. 
1971).^ 

CONCLUSION 

Under  the  circumstances  described  above  con- 
cerning Mr.  Qotten's  conduct  in  rendering  an  opin- 
ion letter,  and  based  on  the  standards  of  conduct 
articulated  at)ove.  the  Commission  believes  that 
Mr.  Qotten's  coruJuct,  wittiout  having  conducted 
any  inquiry  of  his  client  as  to  the  underlying  facts 
on  which  his  opinion  was  predicated,  failed  to 
satisfy  applicable  standards. 


By  the  Commission. 


George  A.  Fitzsimmons 
Secretary 


1082  (2d  Cir.  1972)  (failure  to  correct  a  misleading 
prospectus). 

^  In  Release  No.  4445,  the  Commission  noted  the 
practice  of  dealers,  when  attempting  to  obtain  an 
exemption  under  Section  4(1)  of  the  Securities 
Act.  of  submitting  representations  to  a  lawyer  that 
the  sellers  of  the  securities  did  not  hold  any  of 
those  positions  that  would  render  the  exemption 
unavailable.  The  release  stated  that  a  lawyer's 
opinion  based  on  hypothetical  facts  would  be 
worthless  if  the  facts  were  not  accurate  or  if  the 
vital  facts  were  not  considered.  The  release  fur- 
ther expounded  on  the  duties  of  responsible  coun- 
sel to  the  effect  that  "it  is  the  practice  of  responsi- 
ble counsel  not  to  furnish  an  opinion  *  *  *  unless 
such  counsel  have  themselveis  carefully  examined 
ail  of  the  relevant  circumstances  *  *  * ."  Id. 


224 


Exhibit  D 


Jmms  L  shores.  Jr^  m  Ezccvtor  of 

tlM  EslaU  of  Ctorcnee  E.  Bishop,  Jr, 

ctc^  et  aL,  PiBiBtiffs-AppcllMiU. 

Jcreld  H.  SKLAR  «C  sL. 
Defeiidaiito-Appclloet. 

No.  77-289Cb 

United  Sutes  Court  of  Appeals. 
Fifth  Circuit 


be  taken  as  true. 
56.  28  U.S.C.A. 


Fed.Rules  Civ.Proe.  Rule 


t  Federal  Cowts  ^7C3 

Review  of  dismissal  on  pleadings  alone 
requires  Court  of  Appeals  to  determine 
whether  plaintiff  could  prove  any  set  of 
facts  in  support  of  his  claim  which  would 
entitle  him  to  relief. 


May  26.  1961. 


Regulation  ^119 
Reliance   is  an   essential   element  of 
lOb-5  misreiM-esentation  or  omission  cause 
of  action.   Securities  Exchange  Act  of  1984. 
§  10(b).  15  U.S.C.A.  §  78j(b). 


4.  Fraud  ^3 

Elements  of  classic  misrepresentation 
action  are:  defendant  must  make  false  rep- 
resentation of  material  fact,  knowing  its 
falsity  and  intending  that  plaintiff  rely  on 
it,  plaintiff  must  justifiably  rely  on  it,  and 
suffer  damage  as  result 


Purchaser  of  revenue  bonds  issued  by 
industrial  development  board  brought  class 
sction  seeking  to  recover  upon  default  on 
bonds.  The  United  Sutes  District  Court 
for  the  Northern  District  of  Alabama,  at 
Birmingham,  James  Hughes  Hancock.  J., 
entered  summary  judgment  for  defendants, 
sad  plaintiff  appMled.  The  Court  of  Ap- 
peals, 610  F.2d  235,  reversed  and  remanded.  5-  Seciiritiea  Regnlatioa  ^143 
On  rehearing  en  banc,  the  Court  of  Appeals.  Defendants  may  rebut  presumption  of 
Charles  Clark.  Circuit  Judge,  hehi  that:  (1)  reliance  arising  in  omission  ease  in  which 
plaintiff  failed  to  sUte  action  under  Rule  plaintiffs  could  justifiably  expect  that  de- 
lOb-6  baaed  on  claim  that  offering  circular  fendanta  would  disclose  material  informa- 
eontained  material  misrepresentations  and  tion,  by  showing  that  plaintiff  did  not  rely 
omissions,  where  he  admitted  that  he  never  on  defendant's  duty  to  disekiae;  if  plaintiff 
read  or  otherwise  relied  on  offering  circu-  were  to  follow  same  course  of  conduct  even 
lar;  (2)  even  though  plaintiff  dkl  not  read  with  full  and  honest  disclosure,  then  de- 
or  otherwiM  rely  on  statements  or  omis-  fondant's  actwn,  or  lack  thereof,  cannot  be 
aons  in  offering  dreular,  charges  baaed  on  sakl  to  have  caused  plaintiffs  loss.  Seeuri- 
cireular's  untrue  sutements  or  misleading  ties  Exchange  Act  of  1984,  §  10(b),  15  U.S. 
onuHioas  and  other  allegations  that  exist-  C.A.  §  78j(b). 

tnee  of  security  in  maricetplaoe  resulted  ^  Securitlee  Regubtion  ^139 

rrom  sueoeaaful  perpetratioB  of  fraud  on  _,  .  ^...  ,  .;  .  ^     ^  ^  ,     ^. 

'^  ^  Plaintiff  failed  to  state  cause  of  action 


uvcstneiit  eommuaity  and  that  plaintiff 
purchased  in  reliance  on  market  were  suffi- 
cient to  state  claim  under  rule  10b>5. 

Vacated  and  remanded. 


under  Rule  lOb-^  based  on  claim  that  offer- 
ing circular  contained  material  misrepresen- 
tations and  omissions,  where  he  admitted 
that  he  never  read  or  otherwise  relied  on 


Randall,  Circuit  Judge,  dissented  and     offering  circular.    Securities  Exchange  Act 


nied  opinion  in  which  Brown.  Roney,  (See, 
Tjoflat,  Janes  C.  HiU.  Fay.  Alvin  B.  Rubin, 
Rcavley    and    Hatchett,    Circuit    Judges, 

joined. 


of   1984,   §   10(b).   15   U.S.CJi.   §  T8j(b). 

7.  Secnritiea  Regulation  ^119 

Even  though  plaintiff  did  not  read  or 
otherwise  rely  on  statements  or  omissions  in 
offering  circular,  charges  based  on  cireu- 
lar's untrue  statentents  or  misleading  omis- 
sk>ns  and  other  allegations  that  existence  of 
jsdgment  plaintiffs  factual  version  must    security  in  marketplace  resulted  from  suc- 

ShorcK  y.   SkJar,  M7  r.2tl  4(>2   (1981).     Copyrii-htOl'JSl   host 
^^lishinji  Company.     ReprintcJ  with  pcn"ission. 


1.  Federal  Civfl  Precednre  ^2547 

In  eonaiderins  propriety  of  summary 
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octsful  ptrpctralion  of  fraud  on  investmtnt 
community  and  that  plaintiff  purchased  in 
reliance  on  market  were  sufficient  to  state 
claim  under  rule  10l>-5.  Securities  Ex- 
change  Act  of  1984.  §  10(b).  15  U.S.C.A. 
§  78j(b). 

8.  Sccwities  Regiiblioii  ^119 

In  misrepresentation  actions  brought 
under  lOb-5  which  require  separate  show> 
ing  of  "transaction  causation."  test  of  re- 
liance is  whether  misrepresentation  is  sulv 
stantial  factor  in  determininf  course  of  con- 
duct which  results  in  recipient's  loss.  Secu- 
rities Exchange  Act  of  1934.  §  10(b).  15 
U.S.CJi.  §  78j(b). 

9.  Securities  Jlegulation  ^143 

In  lOb-^  action  in  which  plaintiff  made 
allegations  that  existence  of  revenue  bonds 
in  marketplace  resulted  from  successful 
perpetration  of  fraud  on  investment  com- 
munity and  that  he  purchased  in  reliance  on 
market,  plaintiffs  burden  of  proof  would  be 
to  show  that  defendants  knowingly  eon- 
spired  to  bring  bonds  into  market  which 
were  not  entitled  to  be  marketed,  intending 
to  defraud  purchasers,  that  he  reasonably 
relied  upon  bonds'  availability  on  market  as 
indication  of  their  apparent  genuineness 
and  that  as  result  of  scheme  to  defraud,  he 
suffered  a  lois.  Securities  Exchange  Act  of 
1984.  §  10(b).  15  U.S.C.A.  §  78}(b). 

10.  Securities  Regubtioii  ^119 

In  actk>n  under  rule  10l>-5,  require- 
ment that  reliaoee  be  reasonable  or  justifia- 
ble means  only  that  plaintiff  must  not  in- 
tentionally refuse  to  investigate  in  disre- 
gard of  risk  known  to  him  or  so  obvious 
that  he  must  be  taken  to  have  been  aware 
of  it,  and  so  great  as  to  make  it  highly 
probable  that  harm  would  follow.  Securi- 
ties Exchange  Act  of  1984.  §  10(b),  15  U.S. 
C.A.  §  78j(b). 

11.  Secaritiee  Regtibtioa  ^117 

In  action  under  rule  lOb-^,  plaintiff 
must  prove  that  defendanta  acted  with  req- 

*  Chief  Judge  Godbold  and  Judge  Vance  were 
disqualified  in  this  case.    Judge  Williams  does 


uisite  scienter.    Securities  Exchange  Act  of 
1934.  f  10(b),  15  U.S.C.A.  §  78j(b). 


W.  Eugene  Rutledge.  Birmingham.  Ala.. 
for  plaintiffs-appellants. 

George  B.  Azar.  Montgomery.  Ala.,  for 
Rakerd. 

Frank  M.  Young.  III.  Meade  Whitaker. 
Jr..  Birmingham.  Ala.,  for  Cecil  Lamberson 
and  Jackson  Municipals.  Inc. 

Hobart  McWhorter.  Jr..  Samuel  H. 
Franklin.  Birmingham,  Ala.,  for  (^apell. 
Howard.  Knabe  A  Cobbs. 

Henry  E.  Simpson.  Birmingham,  Ala.,  for 
First  Alabama  Bank  of  Phenix  City. 

B.  G.  Minbman.  Jr..  Birmingham.  Ala.. 
for  Asa  G.  Candler.  V. 

Crawford  S.  McGivaren.  Jr.,  Larry  B. 
(Thilds,  Cabaniss,  Johnston,  Gardner.  Dumas 
A  O'Neal,  Birmingham,  Ala.,  for  defend- 
ants-appelU 


Appeal  from  the  United  Sutes  District 
Court  for  the  Northern  Dbtrict  of  Ala- 
bama. 

Before  BROWN.  COLEMAN.  AINS- 
WORTH.  CHARLES  CLARK,  RONEY. 
GEE.  TJOFLAT.  HILL.  FAY,  RUBIN. 
KRAVITCH.  FRANK  M.  JOHNSON,  Jr.. 
GARZA.  HENDERSON.  REAVLEY.  POU 
ITZ.  HATCHETT.  ANDERSON.  RAN- 
DALL.  TATE,  SAM  D.  JOHNSON,  and 
THOMAS  A.  CLARK,  Circuit  Judges.* 

CHARLES  CLARK,  Ciraiit  Judge: 

Clarence  E.  Bishop,  Jr.,  was  one  of  s 
number  of  purchasers  of  Pint  Mortgage 
Revenue  Bonds  of  the  Industrial  Develop- 
ment Board  of  Frisco  City. 
["Bonds'^.  The  lessee  of  the  ii 
business  premises,  the  sole  source  of  the 
inoonte  necessary  to  amortiae  the  revenue 
Bonds,  almost  immediately  defaulted  in  the 
payment  of  rent,  causing  the  value  of  the 

not  wish  to  participate  in  the  dcasion. 
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Bonds  to  drop  prtcipitously.^  Bishop  sued 
most  of  those  involved  with  the  issuance  of 
the  Bonds,  elleging  that  he  was  the  victim 
of  a  pervasive  scheme  to  defraud  members 
of  the  investing  public  in  violation  of  the 
securities  laws.  In  essence,  the  complaint 
allefsd  that  the  defendants  had  fabricated 
a  materially  misleading  Offerinf  Circular  in 
order  to  induce  the  Industrial  Development 
Board  [**Boardn  to  issue,  and  the  public  to 
buy.  fraudulently  marketed  bonds.' 

After  twice  allowinff  Bishop  to  amend  his 
complaint,  the  district  court  entered  sum- 
mary judgment  for  the  defendants.  Based 
on  Bishop's  statement  in  his  answers  to 
interrogatories  that  he  never  saw  nor  was 
he  aware  of  the  Offering  Circular  when  he 
decided  to  purchase  the  Bonds,  the  district 
court  concluded  that  Bishop  had  in  no  way 
relied  on  the  Circular's  alleged  misrepresen- 
tations or  omissions  and  that  his  lack  of 
reliance  was  fatal  to  his  claint  We  reheard 
this  case  en  banc  to  determine  whether  a 
plaintiff  must  rely  specifically  on  material 
misrepresentations  or  omissions  in  a  single 
disdoeure  document  when,  in  addition  to 
charges  based  on  its  untrue  statements  or 
misleading  omissions,  other  allegations 
would  admit  proof  that  the  existence  of  the 
security  in  the  marketplace  resulted  from 
the  successful  perpetration  of  a  fraud  on 
the  investment  community  and  that  he  pur- 
chased in  reliance  on  the  market.  We  hold 
the  securities  laws  and  regulations  have  a 
purpoee  broader  than  merely  criticizing 
ever-lengthening,  complex  prospectuses. 
They  cover  deliberate,  manipulative 
schemes  to  defraud  which  can  annul  not 
only  the  purpoee  of  disclosure  but  also  the 
market's  honest  function.  Since  plaintiffs 
pleadings  would  permit  such  proof,  his  suit 
should  not  have  been  dismissed  at  this  ini- 
tial stage.  Accordingly,  we  vtcate  the 
judgment  of  dbmissal  and  remand  the  case 
for  further  proceedings. 

1.  After  the  sale  of  the  lesice's  pUnt.  the  idcnti* 
fUMe  Bond  holders  received  S373.33  per  $1000 
bond. 

1.  Throughout  the  opution  we  refer  to  these 
Bonds  at  being  "frauduJemly  marketed."-  This 
means  the  frauduJcm  scheme  alleged  by  Bishop 
was  so  pervasive  that  without  it  the  iMuer 


I. 

[1]  During  the  neariy  two  years  from 
the  time  Bishop  filed  his  complaint  until  the 
district  court  entered  final  judgment,  this 
case  dkl  not  proceed  past  the  pleading  and 
discovery  stage.  The  court,  on  the  defend- 
ants' motions  to  dismiss,  considered  matters 
outside  the  pleadings,  treated  the  motion  as 
one  for  summary  judgment,'  and  entered 
judgment  for  the  defendants,  because  the 
discovery  materials  considered  showed 
there  to  be  no  genuine  issue  as  to  the  fact 
of  Bishop's  lack  of  reliance  on  the  Offering 
Circular.  In  considering  the  propriety  of 
summary  judgment,  plaintiffs  factual  ver- 
sion must  be  taken  as  true.  Bi^iop  v. 
Wood,  426  U.S.  341.  347. 96  S.Ct.  2074.  2079. 
48  LEd.2d  684. 691  (1976):  E.  C  Ernst,  Inc. 
V.  Generd  Moton  Corp.,  537  F.2d  106.  106 
(5th  Cir.  1976). 

[2]  The  only  fact  material  to  the  deci- 
sion of  the  district  court  in  dismissing  Bish- 
op's complaint  was  that  he  did  not  rely  on 
statements  or  omissions  in  the  Offering  Cir- 
cular. While  that  admission  correctly  con- 
trolled the  disposition  of  Bishop's  claim  that 
the  Circular  contained  material  misrepre- 
sentations and  omissions  (see  Part  III),  we 
hold  its  conskleration  was  improper  in  de- 
termining to  dismiss  his  claim  based  on 
fraud  in  bringing  the  bonds  into  the  mar- 
ketplace (see  Part  IV).  Therefore,  in  re- 
gsH  to  the  latter  claim,  the  dismissal  is 
truly  on  the  pleadings  alone.  Under  Conley 
V.  G/teon.  3S6  U.S.  41.  45.  78  S.Ct  99. 101.  2 
LEd.2d  80  (1957).  review  of  the  dismissal  of 
this  part  of  the  complaint  requires  us  to 
determine  whether  Bishop  couM  prove  any 
set  of  facts  in  support  of  his  claim  which 
wouM  entitle  him  to  relief. 

Reciting  the  facU  most  favorably  to  the 
plaintiff,  as  we  do  below,  does  not  imply 
that  he  can  prove  his  allegations. 

would  not  have  issued,  the  dealer  could  not 
have  dealt  m.  and  the  buyer  could  not  have 
bought  these  Bonds,  because  they  would  not 
have  been  offered  on  the  market  at  any  pnce. 

S.    FedR.Civ P   12(b)  and  S6. 
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II. 

The  bond  iMu«  in  quMtion  had  its  fenctts 
in  1972  when  J.  C.  Hairclaon.  president  and 
chief  •harehoMer  of  Alabema  Supply  and 
Equipment  Company  [ASECo].  and  Clar- 
ence Hamilton,  president  of  Investon  Alio- 
ctates  of  America,  Inc..  a  Tennessee  under- 
writer, decided  to  seek  industrial  develop- 
ment financing  to  construct  and  equip  a 
facility  for  the  construction  of  nfiobile 
homes  in  Frisco  City,  Alabama.  Alabama 
law  provides  for  such  financing  pursuant  to 
the  Wallace-Cater  Act.  codified  in  f§  11- 
U-90  et  jeq..  Code  of  Alabama  (1975). 
which  authorises  the  incorporation  of  an 
Industrial  Development  Board  in  a  munici- 
pality in  order  to  induce  industry  to  locate 
in  Alabama.  Id.  §  11-54-81.  Such  a  board 
has  the  authority  to  issue  tax-exempt 
bonds.  Id.  §§  ll-54>87.  11-54-96.  With 
the  proceeds  of  such  an  issue,  a  board  can 
build  an  industrial  facility,  which  it  may 
then  lease  to  a  manufacturing,  industrial,  or 
commercial  enterprise.  Id.  §  11-54-87. 
The  amount  of  rental  payments  is  calculat- 
ed to  amortize  the  interest  and  principal  of 
the  bonds  and  is  ostensibly  lower  than  that 
which  could  be  obtained  without  tax-free 
financing. 

The  Bonds  are  revenue  bonds,  not  general 
obligation  bonds  of  the  municipality.  They 
must  be  secured  by  a  pledge  of  the  revenues 
and  receipts  from  the  lease  and  may  be 
further  secured  by  a  mortgage  or  deed  of 
trust  covering  the  project  from  which  reve- 
nues are  to  be  derived.  Id,  §  11-54-90. 
The  municipality  is  in  no  event  liable  for 
the  payment  of  any  of  a  board's  obligations, 
id.  §  11-54-92;  the  sole  source  for  the 
satisfaction  of  interest  obligations  and 
retirement  of  principal  is  the  lessee's  rent 
pay  menu.    Id.  f  11-54-89. 

Neither  Harrelson  nor  ASECo  was  a  par- 
agon of  financial  integrity  or  industrial 
ability.  Harrelson  had  been  only  moderate- 
ly successful  in  previous  business  ventures 
and  had  little  experience  in  the  develop- 
ment of  plants  for  the  construction  of  mod- 
ular or  mobile  homes.  ASECo's  manage- 
ment was  inept  and  unsophisticated,  its  pro- 
jections for  the  sales  of  mobile  homes  were 


mere  marketing  assumptions,  and  its  finan- 
cial condition  was  weak.  Indeed,  Harrelson 
and  Hamilton  both  knew  that  ASBCo  did 
not  have  the  financial  capability  to  engage 
in  the  manufacture  of  mobile  homes  and 
related  products  or  to  pay  the  rent  neces- 
sary to  amortise  the  principal  and  interest 
on  the  Bonds.  Nevertheless,  they  deur- 
mined  to  induce  the  Town  of  Frisco  City  to 
create  an  Industrial  Development  Board  to 
finance  ASECo's  facility  as  a  scheme  to 
defraud  the  investing  public 

Hamilton  reUined  defendant  JeraM  H. 
Sklar,  a  Tennessee  attorney,  as  bond  coun- 
sel. Sklar  instructed  Investors  Associates 
to  conduct  an  investigation  of  ASECo  and 
retained  John  Andrews  of  Capell,  Howard. 
Knabe  A  Cobbs,  a  Montgomery,  Alabama. 
law  firm,  as  bond  co-counsel.  Andrewi  saw 
to  the  incorporation  of  the  Industrial  Devel- 
opment Board  of  Frisco  City  and  issued  an 
opinion  on  the  legality  of  the  authorization 
and  issuance  of  the  Bonds.  Sklar  drafted 
the  lease,  indenture  of  trust,  mortgage,  su- 
thorizing  resolution,  guarantee,  and  closing 
papers.  The  Board  entered  into  a  lease 
with  ASECo  on  November  1.  1972.  It  re- 
quired ASECo  to  pay  as  base  rent  the 
amount  necessary  to  amortise  the  interest 
and  principal  of  the  Bonds.  Harrelson  un- 
conditionally guaranteed  ASECo's  payment 
of  rent  under  the  lease.  The  Board  then 
adopted  the  resolution  adopting  the  bond 
issue.  The  ability  of  the  Board  to  meet  its 
financial  obligations  under  the  issue  de- 
pended entirely  on  ASECo's  and  Harrel- 
son's  financial  solvency. 

Sklar  also  drafted  the  Offering  Circular, 
based  on  material  furnished  to  him  by  the 
underwriter,  the  lessee  company,  and  those 
associated  with  them,  but  he  intentionally 
or  recklessly  disregarded  other  facts  of 
which  he  was  aware.  Sklar  omitted  from 
the  Offering  Circular,  for  example,  that  the 
Securities  and  Exchange  Commission  had 
investigated  and  commenced  a  civil  action 
against  Hamilton  and  Investors  Asaodatas 
(and  against  Jackson  Municipals,  Inc.  the 
assignee  who  ultimately  underwrote  the  is- 
sue) for  violations  of  the  securities  laws;  he 
even  failed  to  name  the  underwriter  in  the 
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Offering  Circular.  H«  inltleadiii(ly  por- 
trayed ASECo  M  the  owner  of  519  acres  of 
Florida  real  esUie  valued  at  $2,284,000.  al- 
ready approved  for  development,  reeklettly 
disregardinff  not  only  that  ASECo  had  Hied 
no  development  plans  but  alao  that  it  had 
no  owner^ip  or  equity  interest  in  the  prop- 
erty. AltKough  Sklar  knew  that  Harrelson 
had  been  only  moderately  successful  at  past 
efforts,  he  falsely  represented  Harrelson  in 
the  Offerinf  Circular  as  a  successful  and 
experienced  developer  of  modular  home 
manufacturing  plans  with  well-established 
mobile  home  sales^  Furthermore.  Sklar  re- 
lied on  an  opinion  letter  that  no  actions 
were  pending  against  or  threatening  AS& 
Co,  even  though  the  opinion  letter  was  obvi- 
ously  deficient  and  was  prepared  by  a  law- 
yer other  than  the  one  originally  selected  to 
give  an  opinion,  as  Sklar  knew.  In  fact,  an 
action  affecting  the  Florida  investment  real 
esute  listed  on  ASECo's  balance  sheet  was 
pending  at  the  time  of  the  opinion  letter. 

Part  of  the  information  Sklar  incorporat- 
ed into  the  Offering  Circular  was  a  fman- 
dal  statement  prepared  by  George  C.  Ra- 
kard,  a  certified  public  accountant  from 
Salem.  Illinois.  Rakard's  financial  state- 
ment was  materially  false  and  misleading 
because  of  numerous  misrepresentations 
and  omisaions.  It  included  as  assets  of 
ASEX>>  a  number  of  items  of  doubtful 
worth.  Open  notes  and  capital  stock  sulv 
scriptions  from  Harrelson  and  his  wife  were 
valued  at  1376,000,  in  reckless  disregard  of 
their  true  value  and  without  taking  into 
aeeoant  the  Harrelsons'  probable  inability 
to  satisfy  these  obligations.  Three-quarters 
of  the  aaaets  were  investment  properties, 
including  the  Florida  real  estate  in  which 
ASECo  in  fact  had  no  interest  Moreover. 
Although  Rakard's  forwarding  letter  ac- 
companying the  financial  statement  stated 
that  the  audit  fairly  presented  the  financial 
eonditaoa  of  ASECo.  Rakard  knew  or  reck- 
lessly disregarded  the  fact  that  the  finan- 
cial atateroent  constituted  mere  "window 
dressing"  that  did  not  fairiy  present  ASE- 
Co's finanrial  condition. 

By  the  time  Sklar  incorporated  Rakard's 
financial  atatement  into  the  Offering  Circu- 
lar, ht  knew  or  recklessly  disregarded  the 


fact  that  Harrelson  was  already  in  default 
on  at  least  one  of  the  notes  listed  as  an 
asset  of  ASECo  and  that  ASECo  was  in 
default  on  its  obligation  in  the  lease  to 
maintain  at  least  1400.000  in  working  capi- 
tal. 

Meanwhile,  Investors  Associates  had  de- 
termined that  it  did  not  poesess  sufficient 
capital  to  underwrite  the  propoeed  issue  and 
assigned  the  right  to  underwrite  the  issue 
to  Jackson  Municipals.  Inc.,  a  Tennessee 
underwriting  firm  headed  by  Cecil  Lamber- 
son.  Jackson  Municipals  and  Lamberson 
proceeded  to  offer  the  Bonds  for  sale  to  the 
public  on  the  basis  of  the  Offering  Circular, 
even  though  they  knew  it  contained  materi- 
ally false  misrepresentations  and  omissions. 
They  knew  Harrelson  was  inexperienced 
and  unsophisticated,  contrary  to  the  Offer- 
ing Circular's  representation.  They  pur- 
ported to  rely  on  Hamilton  and  Investors 
Associates,  but  because  they  were  all  de- 
fendants in  the  same  SEC  action  (which  the 
Offering  Circular  failed  to  disck)se)  they 
knew  that  Investors  Associates  needed  to 
induce  another  firm  to  underwrite  the  bond 
issue  or  it  woukl  kiee  the  value  of  all  the 
tinte  and  effort  it  had  put  into  the  ijsue 
thus  far. 

Lamberson  and  Jackson  Municipab  knew 
that  while  Harrelson  was  not  as  financially 
secure  as  represented,  95%  of  ASECo's  cur- 
rent assets  consisted  of  open  notes  from 
Harrelson  and  over  75%  of  ASECo's  listed 
assets  was  the  Florida  real  estats,  but  failed 
to  investigate  the  true  value  of  either  of 
these  assets.  They  knew  that  the  financial 
sUtement  did  not  reflect  ASECo's  true  as- 
sets. They  even  failed  to  inquire  whether 
Harrelson  had  paid  1200.000  due  ASECo  on 
a  stock  subscription,  knowing  that  ASECo 
woukl  be  in  default  if  Harrelson  had  iiot 
In  spite  of  this  knowledge.  Jackson  Munici- 
pals bought  the  bond  issue  from  the  Board 
in  three  increments,  commencing  on  Decem- 
ber 14. 1972,  and  resoM  the  Bonds  to  securi- 
ties dealers. 

The  Phenix  National  Bank  (now  the  Fint 
Alabama  Bank  of  Phenix  City.  NA)  had 
been  choeen  to  act  as  trustee  of  the  Bond 
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procMda.  Tht  Bank's  rttpontibility  was  to 
ansurt  that  the  laaaa  compliad  with  the 
terms  and  conditions  of  the  lease,  one  of 
which  was  that  ASECo  at  all  times  have 
working  capital  in  the  amount  of  $400,* 
000.00  or  more.  The  Bank  had  the  duty  to 
determine  the  existence  of  any  default  in 
the  lease  requirements  by  the  lessee,  and  to 
demand  a  cure  of  the  default  or  else  declare 
the  Bonds  due  and  payable  upon  failure  to 
cure.  The  Bank's  responsibility  commenced 
with  the  sale  of  the  first  increment  of  the 
Bonds,  which  took  place  on  December  14. 
1972.  The  Bank  knew  or  recklessly  disre- 
garded from  the  date  its  duties  as  trustee 
commenced  that  ASECo  was  in  breach  of 
the  lease  requirement  that  it  maintain 
1400.000.00  in  working  capital. 

The  Board  entered  into  an  agreement 
with  Coliseum  Properties.  Inc.,  to  construct 
part  of  the  facilities  contemplated  by  the 
bond  issue.  Coliseum  Properties,  however, 
merely  served  as  a  vehicle  by  which  sub- 
stantial parts  of  the  proceeds  of  the  issue 
were  diverted  and  used  for  the  benefit  of 
others.  In  particular,  the  controlling  per^ 
sons  of  the  parent  corporation  of  Coliseum 
Properties,  the  so-called  **Candler  defend- 
ants,'* made  improper  payments  to  ASECo 
and  to  Harrelson  in  exchange  for  the  con- 
struction contract;  moreover.  Coliseum 
Properties  and  some  of  its  officers  were 
under  indictment  in  several  pending  suits. 
None  of  this  information  was  known  to  the 
Board  when  it  entered  into  the  agreement 
with  Coliseum  Properties. 

In  January  19T3,  Bishop  spoke  with  his 
broker.  Tom  Monks,  president  of  Profes- 
sional Securities,  Inc.  a  Birmingham  securi- 
ties dealer,  about  Bishop's  investment  poesi- 
bilities.  Monks  advised  Bishop  that  tax- 
free  Bonda.  such  as  those  issiied  by  the 
Industrial  Development  Board  of  the  Town 
of  Frisco  City,  Alabama,  were  a  good  in- 
vestment and  he  told  Bishop  of  othen  in 
the  community  who  had  purchased  such 
Bonds. 


purchased  three  of  the  Bonds  in 
January,  paying  |S,0fi2.87,  and  one  more  in 
February,  for  $1,043.37.  The  Offering  Cir- 
cular offered  the  Bonds  for  sale  at  86,  that 


is  for  IMO  per  Bond,  yet  Bishop  paid 
$1,000  plus  accrued  interest  for  each  Bond. 
The  district  court  found  Bishop  purehnsed 
as  part  of  the  primary  offering.  How«ver. 
the  record  does  not  disclose  whether  Bishop 
purchased  dirsctly  from  Jackson  Municipals 
(and,  if  so,  why  the  price  was  not  aa  of- 
fered), or  from  his  broker  acting  as  princi- 
pal or  from  a  seller  in  the  secondary  mar- 
ket Industrial  development  bonda  from 
towns  like  Frisco  City  are  not  ordinarily 
traded  in  a  secondary  market,  but  Lamber- 
son  statsd  in  depoeitk>n  that  these  bonds 
were  being  traded,  that  they  were  marketa- 
ble securities,  and  that  his  firm  had  bought 
and  soM  some.  Indeed,  it  appears  that  in 
addition  to  its  underwriting  discount,  Jack- 
son Municipals  had  earned  $4,500  by  trad- 
ing these  securities  in  the  secondary  mar- 
ket The  record  is  likewise  silent  as  to 
whether  Bishop's  purchase  was  the  result  of 
one  of  these  trades. 

Bishop  never  saw  the  Offering  Circular 
nor  knew  one  existed.  He  bought  the 
Bonds  based  solely  on  his  broker's  oral  rep- 
resentations. At  about  the  same  time,  he 
purchased  a  variety  of  other  municipal 
bonds  offered  by  various  industrial  develop- 
ment boards,  gas  districts,  and  utility  au- 
thorities, presumably  on  similar  oral  advice 
from  hb  broker. 

After  the  ASECo  plant  had  been  con- 
structed, the  lessee  ceased  all  operations  at 
the  plant  and,  on  April  15.  1974.  defaulted 
in  payment  of  rent  under  the  leasa.  Al- 
though Harrslson  had  unconditkmally  guar- 
anteed the  performance  of  the  lease  by 
ASECo,  he  did  not  have  sufficient  sseeu  to- 
back  up  his  guarantee.  The  Trustee  Bank 
declared  the  lease  in  default 

III. 
Bishop's  original  complaint  sought  relief 
for  himself  and  for  the  dass  of  all  purchas- 
en  of  the  Bonds  under  the  Securities  Act  of 
1983, 15  U.S.C.  I  Ha  et  sof.,  the  Securities 
Exchange  Act  of  1984,  15  U.S.C.  §  TBa  et 
sof..  rule  10b-«,  17  C.F.R  §  240.10b-4.  and 
an  unspecified  Alabama  law.  The  court 
dismissed  all  claims  under  the  1983  Act, 
which  dismissal  Bishop  does  not  appeal,  but 
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psrmHtod  Bishop  to  anwiid  his  oompUint 
twice  in  order  to  sUcgt  that  ho  rftlied  on  the 
Offerinf  Circular.  Bishop's  inability  to 
make  such  an  allegation  resulted  in  the 
diamiasal  here  oo  appeal 

(S-4]    To  the  extent  that  Bishop  pleaded 
the  uaual  lOb-5  misrepresenUtion  or  omis- 
sion  case,  the  district  court  was  correct 
Reliance  is  an  essential  element  of  such  a 
cause  of  action,  though  the  burden  of  prov- 
inff  or  disproving  reliance  may  shift  depend- 
ing on  the  nature  of  the  case.    The  ele- 
ments of  a  classic  misrepresentation  action 
are:    (1)  the  defendant  must  make  a  false 
repreaenUtion  of  a  maurial  fact.  (2)  know- 
inff  its  falsity  and  intending  that  the  plain- 
tiff rely  on  it,  (3)  the  plaintiff  must  justifi- 
ably rely  on  it.  and  (4)  suffer  damage  as  a 
result.    See  III  L  Loss.  Securities  Regula- 
tion 1431  (1961):  Dupuy  v.  Dupuy,  551  F.2d 
1005.  1014  (5th  Cir.  19T7).    Because  reliance 
is  so  difficult  to  prove  when  a  defendant 
has  failed  to  disclose  a  material  fact  rsther 
than  misrepresenting  it,  the  Supreme  Court 
has  allowed  the  trier  of  fact  to  presume 
reliance  in  an  omission  case  where  the 
plaintiffs  could  justifiably  expect  that  the 
defendants  would  disclose  material  infor- 
mation.   AffiliMted  UU  Citisem  v.  United 
StMtea,  406  U.S.   128,  92  S.Ct   1456.  31 
L.Ed.2d  741  (1972).    UU  did  not  eliminate 
reliance  as  an  element  of  a  lOb-5  omission 
case;   it  merely  established  a  presumption 
that  made  it  poesible  for  the  plaintiffs  to 
meet  their  burden.    When  the   Ute  pre- 
sumption attaches,  the  defendant  may  re- 
but it  by  showing  that  the  plaintiff  did  not 
xely  on  the  defendant's  duty  to  disclose.    If 
the  plaintiff  would  have  followed  the  same 
eourse  of  conduct  even  with  full  and  honest 
disclosure,  then  the  defendant's  action  (or 
lack  thersoO  cannot  be  said  to  have  caused 
plaintiffs  leas.   See  Simon  v.  Merrill  Lynch, 
Pierce,  Fenoer  A  Smith,  /sc,  482  F.2d  880 
(Sth  Cir.  1973),  explained  in  Rifkin  v.  Craw, 
574  T2A  256  (5th  Cir.  1978). 

(•]  Bishop  alleged  that  the  Offering 
Cireulsr  contained  material  misrepresenta- 
tions and  failed  to  state  material  facta  nec- 
eaaary  to  make  the  statements  made  not 
misleading.   At  the  same  time,  he  admitted 


that  he  never  read  or  otherwise  relied  on 
the  Offering  Circular.  If  the  Ute  presump- 
tion applies  to  these  nondisclosures.  Bishop's 
admission  rebuts  it  Bishop's  claim  that  he 
was  deceived  by  the  misrepresenUtions  and 
omissions  of  the  Offering  Circular  was  cor- 
rectly dismissed  by  the  district  court  be- 
cause of  his  failure  to  read  or  even  seek  to 
read  the  Offering  Circular. 

IV. 

The  district  court  erred,  however,  in  con- 
struing the  remainder  of  Bishop's  complaint 
as  narrowly  confined  to  charges  of  misrep- 
resentations and  omissions  in  the  Offering 
Circular  that  would  have  defrauded  inves- 
tors who  did  rely.  It  would  permit  proof 
that  the  defendants  engaged  in  an  elabo- 
rate scheme  to  create  a  bond  issue  that 
would  appear  genuine  but  was  so  lacking  in 
basic  requiremenU  that  the  Bonds  would 
never  have  been  approved  by  the  Board  nor 
presented  by  the  underwriters  had  any  one 
of  the  participanU  in  the  scheme  not  acted 
with  intent  to  defraud  or  in  reckless  disre- 
gard of  whether  the  other  defendanu  were 
perpetrating  a  fraud.  Rather  than  conUin- 
ing  the  entire  fraud,  the  Offering  Circular 
was  aasertedly  only  one  step  in  the  course 
of  an  elaborate  scheme. 
Rule  IQbS  provides  in  part: 

It  shall  be  unlawful  for  any  person, 
directly  or  indirectly,  by  the  use  of  any 
means  or  instrumentality  of  inUrsUte 
commerce,  or  of  the  mails.  . . . 

(1)  to  employ  any  device,  scheme,  or 
artifioe  to  defraud. 

(2)  to  make  any  untrue  sUtement  of 
a  material  fact  or  to  omit  to  sute  a 
material  fact  necessary  in  order  to 
make  the  sUtements  made,  in  light  of 
the  circumstances  under  which  tiiey 
were  made,  not  misleading,  or 

(3)  to  engage  in  any  act,  practice,  or 
course  of  business  which  operates  or 
woukl  operate  as  a  fraud  or  deceit  upon 
any  person,  in  connection  with  the  pur- 
chase or  sale  of  any  security. 

Bishop's  complaint  specifically  tracks  the 
language  of  all  three  subsections  of  the 
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nilt.<  At  we  hftv«  lUUd  in  Ptrt  III.  Bish- 
op's 106-6(2)  daim  eonUimd  in  Count  I 
cannot  withstand  his  idmittcd  lack  of  re- 
liance on  the  Offering  Circular.  However, 
his  106-5(1)  and  (3)  claims  in  Counts  I  and 
II  assert  something  more  that  prevents  dis- 
missal at  this  preliminary  stage. 

[7]  Bishop  could  prove  that  he  made  a 
feneral  request  to  his  broker  to  purchase 
industrial  development  bonds,  that  his  actu- 
al purchases  covered  a  number  of  different 
issues,  and  that  he  did  not  undertake  to 
determine  which  among  the  issues  then  of- 
fered were  the  most  prudent  investments  or 
to  seoond-guess  the  underwriters  in  the 
price  and  coupon  rate  they  set  His  plead- 
ings would  permit  him  to  show  that  he  was 
willing  to  accept  any  marketable  risk.  If  a 
municipal  authority  was  willing  to  autho- 
rise the  issuance  of  the  Bond,  and  the  un- 
derwriters were  willing  to  (Nnesent  the  issue 
to  the  market,  that  was  sufficient  for  Bish- 
op's purposes.  His  pleadings  allow  him  to 
sJiow  that  he  sought  to  make  investments  in 
securities  which  were  entitled  to  be  market- 
ed. 

[8]  It  is  unnecessary  here  to  decide 
whether  a  distinction  should  be  drawn  be- 
tween the  terms  "loss  causation'*  and 
"transaction  causation."  See  Sehlkk  v. 
Penri'Dixie  Cement  Corp.,  507  F.2d  374. 384 
(2d  Cir.  1974)  (Frankel.  J.,  concurring).   The 

4.    In  Count  I  he  sutes; 

In  connection  with  the  sale  of  the  Bonds.  J. 
C.  Harrdson  (now  deceased)  and  others,  by  the 
use  and  nwans  of  inMvmencalities  of  imerstace 
commerce  and  the  mails,  did  or  caused  the 
following  to  be  done: 

(a)  Employed  one  or  more  devices, 
schemes  and  aitifkes  to  defraud  Plaimiff  and 
members  of  the  class; 

(b)  Made  to  Plaintiff  and  other  members  of 
the  class,  untrue  sutements  of  material  fact 
and  omitted  to  suie  material  facu  necessary 
to  be  made  in  order  to  make  the  sutements 
made,  in  the  light  of  the  circumstances  under 
which  they  were  made,  not  misleading  in 
connection  with  the  purchase  or  sale  of  the 


(c)  Engaged  in  acts,  practices  and  courses 
of  business  and  conduct  which  operated  as  a 
fraud  and  deceit  upon  plaintiff  and  members 
of  the  class  in  connection  with'  the  purchase 
and  sale  of  the  Bonds. 

In  Count  II  his  allegations  practically  reiterate 

10I>-S<I)  and  (3). 


concept  of  this  scheme  to  defraud 
the  requirement  of  "transaction  causatjon.** 
Id.  at  381;  1  A.  Bromberg  A  L  Lowenfels, 
Securities  Fraud  A  Commodities  Fraud 
§  4.7  (558)^559).  at  86.25.  86.32  (1979).>  It 
haa  as  its  core  objective  that  the  potential 
victim  engage  in  the  transaction  for  which 
the  scheme  was  conceived.  The  requisite 
element  of  eausatiim  in  fact  would  be  estab- 
lished if  Bishop  proved  the  scheme  was 
intended  to  and  did  bring  the  Bonds  onto 
the  market  fraudulently  and  proved  he  re- 
lied on  the  integrity  of  the  offerings  of  the 
securities  market  His  lack  of  reliance  on 
the  Offering  Circular,  only  one  component 
of  the  overall  scheme,  is  not  determinative. 
Blaekie  v.  fiaiTsdc.  524  F.2d  891.  906  (9th 
Cir.  1975). 

[9, 10]    Bishop  haa  alleged  the  necessary 
elemenU  of  an  action  under  106-5(1)  or  (3). 
In  the  literal  words  of  rule  106-5.  he  must 
be  able  to  show  a  "scheme  ...  to  defraud 
...  or  . .     [an]  act,  practice  or  course  of 
business  which  operates  ...  as  a  fraud  or 
deceit  upon  [him]  ...  in  connection  with 
the  sale  of  [the  Bonds]     ..."     Bishop's 
burden  of  proof  will  be  to  show  that  (1)  the 
defendants  knowingly  conspired  to  bring 
securities  onto  the  market  which  were  not 
entitled  to  be  marketed,  intending  to  de- 
fraud purchasers,  (2)  Bishop  reasonably  re- 
in connection  with  the  offer  and  sale  of  the 
bonds,  the  defendanu  hereinafter  named  en- 
tered into  and  participated  with  J.  C.  Harrelsoa 
in  a  conspiracy,  scheme  or  agreement  to  cm- 
ploy  devices,  schemes  and  artifices  to  defraud, 
and  to  engage  in  acts,  practices  and  courses  of 
business  which  would  and  did  operate  as  a 
fraud  and  deceit  upon  the  PlaimifT  and  other 
members  of  the  class  sued  for  herein. 

S.  misrepresentation  actions  brought  under 
I0b-S(2)  may  require  a  separate  showing  of 
"transaction  causation."  In  such  a  case,  "the 
test  of  'reliance'  is  whether  'the  misrepresenta- 
tion is  a  substantial  fa^or  in  determirang  the 
coune  of  conduct  which  results  in  [the  recipi- 
em's]  loss.' "  Litt  v.  Fashion  ^rk.  inc..  340 
F.2d  4S7.  462  (2d  Cir.  1965)  (quoting  Resute- 
ment.  Torts  f  946  (I93S)).  Doing  away  with 
the  convemional  reliance  requiremem  m  a  10b- 
S(2)  case,  therefore,  could  establish  a  scheme 
of  investors'  insurance. 
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lied  on  the  Bonds'  availability  on  the  mar- 
ket as  an  indication  of  their  apparent  genu- 
ineneas.*  and  (3)  as  a  result  of  the  scheme  to 
defraud,  he  suffered  a  less. 

V. 
The  thrust  of  the  arguments  sfainst  our 
holding  is  that  a  recovery  in  this  eircum- 
sUnce  is  not  consonant  with  the  central 
purpose  of  the  securities  laws,  which,  it  is 
argued,  is  to  provide  full  disclosure  so  that 
investors  may  make  informed  investment 
decisions.  It  is  asserted  that  allowing  re- 
covery to  one  who  has  never  read  the  Offer- 
ing Circular  minimizes  the  importance  of 
such  documenu  and  discourages  investors 
from  reading  them.^ 

We  disagree.  First,  the  purposes  of  the 
securities  acts  and  rule  lOb-5  are  far  broad- 
er than  merely  providing  full  disclosure  or 
fostering  informed  investment  decisions. 
The  Supreme  Court  has  held  that  the  acu 
were  designed  "to  protect  investors  against 
fraud  and  ...  to  promou  ethical  standards 
of  honesty  and  fair  dealing.  See  H.R. 
Rep.No.  85,  73d  Cong..  Ut  Sees.,  1-5 
(1933)."  Ernst  A  Ernst  v.  Hochfsidsr,  425 
U.S.  185, 195, 96  S.Ct  1375, 1382. 47  LEd.2d 
668.  677  (1976).  This  court  has  heki  that 
1t]he  basic  intent  of  section  10(b)  and  nile 
lOb-5  and  indeed,  of  the  Exchange  Act,  is 
to  protect  investors  and  instill  confidence  in 
the  securities  markets  by  penalizing  unfair 
dealings."  Ssrg^nt  v.  Genesco,  Inc.,  492 
F.2d  750.  760  (5th  Cir.  1974).     See  sho 

•.  Alter  Hoehfelder.  infira,  this  circuii't  require- 
tntnt  that  the  reliance  be  reasonable  or  jwttifia- 
Ne  means  only  that  the  plaintifr  must  not  "in- 
tentionally refusc(  ]  to  investigate  'in  disregard 
of  •  nsk  known  to  him  or  so  obvious  that  he 
must  be  uken  to  have  been  awrare  of  it.  and  so 
treat  as  to  make  it  highly  prabaMe  that  harm 
would  follow.'"  Dupuy  v.  Dupuy.  Ml  F2d 
1005.  1020  (5th  Cir.  1977)  (quoUng  W.  Prosser. 
Law  of  Torn  f  34.  at  185  (l»7l)).  Defcndanu 
*)  not  suggest  that  •  decision  to  invest  in  the 
municipal  obligations  of  Frisco  City.  Alabama. 
Without  more,  constttuies  an  intentional  disre- 
gard of  an  ebvtous  risk. 

».  'Hms  argumcm  iVMres  f  11  of  the  Securities 
Aa  or  1933.  wMch  allows  recovery  for  untrue 
suicments  or  amissions  of  •  material  fact  in 
the  registration  statemem  without  proof  of  re- 
liance. Even  when  the  exception  in  f  11(a) 
applies,  a  plaimiff  need  not  prove  that  he  read 


Woodwsrd  v.  Metro  Bsnk  of  DsUss,  522 
F.2d  84,  91,  93  n.20  (5th  Cir.  1975);  5ftapiA> 
V.  Mtrritt  Lynch,  Pieres,  Fenner  4  Smith, 
Inc  495  F.2d  228,  235,  240  (2d  Cir.  1974) 
(**to  secure  fair  dealing"^  Thua,  the  central 
purpose  of  the  acU  is  the  protection  of 
investon,  re^nepnin  v.  Knight,  389  U.S. 
332,  336,  88  S.Ct.  548,  553,  19  LEd.2d  564. 
569  (1967);  Woodwsrd  v.  Metro  Bsnk,  522 
F.2d  84.  91  (5th  Cir.  1975);  Bellah  v.  Pint 
NstionsI  Bsnk,  495  F.2d  1109, 1111  (5th  Cir. 
1974);  Herpieh  v.  Wsllsce,  430  F.2d  792, 
801.  806-06  (5th  Cir.  1970),  and  the  promo- 
tion of  free  and  honest  securities  marketa. 
Id.  The  acts  reach  complex  fraudulent 
schemes  as  well  as  lesser  misrepresenutions 
or  omissions.  Full  disclosure  is  only  one 
means,  albeit  a  central  one.  of  achieving 
these  paramount  goals.' 

Second,  the  role  of  the  Offering  Circular 
will  continue  undiminished  even  if  Bishop 
proves  his  allegations  and  recovers.  He  has 
alleged  that  the  fraud  caused  the  Bonds  to 
be  offered  for  sale  on  the  market.  If  Bish- 
op proves  no  more  than  that  the  bonds 
would  have  been  offered  at  a  lower  price  or 
a  higher  rate,  rather  than  that  they  would 
never  have  been  iasued  or  marketed,  he 
cannot  recover.  Thus,  a  purchaser  of  secu- 
rities will  still  have  the  strongest  incentive 
to  read  the  disclosure  statement  if  he  wants 
to  ensure  he  gets  full  value  for  his  securi- 
ties purchases. 

Under  Bishop's  broader  theory,  it  would 
have  availed  him  nothing  to  have  read  the 

the  registration  statemem.  Although  munici- 
pal bonds  are  exempt  from  the  registration 
requircmenu  of  the  1933  Act.  the  exemption 
does  not  indicate  a  congressional  intent  that 
aggrieved  purchasers  of  muracipal  bonds  must 
have  read  an  Offenng  Circular  in  order  to  re- 
cover. Certainly  there  are  differences  between 
H  M  and  12  of  the  1933  Act  and  $  i0(b)  of  the 
1934  Aa  and  rule  lOb-S.  We  point  to  the 
former  provisions  only  to  indicate  that  Con- 
gress dkJ  not  have  a  pervasive  intern  to  require 
plaimifTs  under  the  securities  laws  to  read  or 
rely  specifically  on  a  prospectus  or  circular. 

1.  The  schemes  must,  of  course,  be  one  withm 
the  "manipulative"  condemnation  of  the  securi- 
ties law.  Smiu  Ft  InduMtne*.  Inc.  v.  Crten. 
430  U.S.  4C2.  97  S.Ct.  1292.  51  LCd.2d  4t0 
(1977).    This  one  clearly  is. 
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Offering  Circular.  This  tKcoiy  is  not  that 
hs  boufhl  inferior  bonds,  but  that  the 
Bonds  he  bought  were  fmudulentJy  market- 
ed. The  securities  laws  allow  an  investor  to 
rely  on  the  integrity  of  the  market  to  the 
extent  that  the  securities  it  offers  to  him 
for  purchase  are  entitled  to  be  in  the  mar- 
ket place. 

[11]  Finally,  we  reject  the  contention 
that  our  holding  imposes  new  burdens  on 
defendants  or  enhances  their  liability. 
Lawyers,  underwriters,  and  accountants 
who  participate  in  bond  issues  in  good  faith 
are  unaffected  by  our  decision.  Liability 
results  only  if  they  act  with  intent  to  de- 
ceive or  defraud.  None  of  these  parties 
may  be  held  liable  for  mere  negligent  per- 
formance of  whatever  role  they  choose  to 
play,  for  the  plaintiff  must  prove  that  the 
defendants  acted  with  the  requisite  scien- 
ter. See  Ernst  A  Ernst  v.  Hochfelder,  425 
U.S.  185.  96  S.Ct  1375,  47  LEd.2d  668 
(1976):  AMTon  v.  SEC,  446  U.S.  680,  100 
S.Ct  1945.  64  LEd^  611  (1980).* 

VI. 

The  dissent  asserts  that  we  adopt  a  "new 
theory"  because  we  separate  Bishop's  claim 
under  10b-5(2)  that  the  Offering  Circular 
was  misleading  from  his  claim  under  10b- 
5(1)  and  (3)  that  defendanu'  fraudulently 
marketed  Bonds  caused  his  loss.  It  is  not 
our  "theory"  but  the  words  of  rule  10b--5 
which  confer  the  right  of  actk>n  we  hold 
Bishop  is  entitled  to  try  to  prove.  Contrary 
to  the  assertion  of  the  dissent,  neither  this 
court  nor  the  Supreme  Court  has  held  these 
parts  of  the  rule  do  not  mean  what  they 
say.  Misrepresentatk>n  and  omission  cases 
under  10b--5(2)  which,  as  we  do,  require 
reliance  on  the  document  making  the  mis- 
representation or  omitting  a  material  fact 
are  inapposite  to  a  case  in  which  the  buyer 
relied  on  the  integrity  of  the  market  to 

9.  The  Court  has  yet  to  decide  "whether,  under 
some  arcumsunce.  scienter  may  also  include 
reckless  behavior  "  Aaron.  446  U.S.  at  686  n.S. 
100  set.  at  1990  n.5.  This  coun  has  decided 
that  it  may.  Sec  Huddtoscon  v.  Herman  A 
MacLnn,  640  F.2d  534.  535.  545  (5(h  Cir 
1981);  ThomfiMon  A  Co..  Inc.  v.  Panndge.  636 
F.2d  945.  959  (5th  Cii.  1981). 


furnish  securities  which  were  not  the  prod- 
uct of  a  fraudulent  scheme.  This  circuit 
has  said  so,**  and  other  circuits  have  also." 
There  is  no  Supreme  Court  preoetfent  to  the 
contrary. 

We  do  not  overrule  Ri/kin  v.  Crow. 
Rather,  we  cite  it  approvingly  for  the  rule 
10b-5(2)  principle  it  deckles  and  hold  it 
requires  affirmance  of  the  dismissal  of  that 
part  of  Bishop's  claim.  Moreover.  Rifkin,  is 
helpful  to  our  holding  here  in  two  other 
respects.  It  points  out  that  this  circuit  had 
not  previously  deckled  whether  a  btyer 
could  rely  on  a  "fraud  on  the  market**  theo- 
ry as  devebped  in  the  Second  and  Ninth 
Circuits."  Rifkin  also  explains  that  our 
prior  decision  in  Sinton  v.  MerriU  Lynch, 
Pieree,  Fenner  4  Smith,  (hoMing  the  lack 
of  "general  reliance'*  on  a  stockbroker's 
misrepresentations  foreclosed  any  right  of 
action)  would  not  apply  to  such  a  broader 
theory  of  fraud  if  it  were  devek>ped  on 
remand.  "In  other  words,  Simon's  'general 
reliance'  language  simply  requires  there  to 
be  a  causal  link  between  defendant's  viola- 
tion and  plaintiffs  harm  in  order  for  plain- 
tiff to  rscover."    574  F^  262  n.1. 

The  dissent  asserts  that  AfniiMted  Ute 
CiUxens  v.  United  States,  and  Ust  v.  Fash' 
ion  Park,  Inc.,  taken  together  suggest  that 
Bishop's  admitted  nonrelianoe  on  state- 
ments or  omissions  in  the  Offering  Circular 
precludes  any  recovery  for  harm  caused  by 
the  broader  scheme  to  bring  the  Bonds  onto 
the  market  by  fraud.  We  disagree.  Ute 
and  List  emphasised  that  the  role  of  re- 
liance in  securities  actk>ns  is  to  establish 
causation.  In  Ute,  silence  in  the  face  of  a 
duty  by  bank  employees  to  disclose  self- 
dealing  establbhed  "the  requisite  element 
of  cauaatkm  in  fact.**  406  U.S.  at  154.  92 
S.CL  at  1472.  Furthermore,  Ute  expressly 
recognized  that  rule  lOb-5  was  not  limited 
to  dealing  with  misrepresentation  or  omia- 

It.    RiOun  V.  Crow.  574  F.3d  256  (5th  Or.  1978). 

11.  Bteckie  v  Bamck.  524  F.2d  891  (9th  Or. 
1975);  SchUck  v  Pnui  Ouoe  Cenmu  Corp..  507 
F.2d  374  (2d  Cir.  1974). 

12.  See  cases  cited  in  footnote  1 1.  supra. 
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sion  CMM  under  lOb-^2).  iMt  naOmd  "a 
'eourtt  of  businos'  or  a  'dovioo,  aehtmt  or 

•rtifioo*  that  opcrttod  u  a  fraud "406 

U.S.  at  158.  92  SCt  at  1472.  lift  sUtcd 
that  the  rtaaon  for  the  relianee  rcquirtment 
"b  to  eertify  that  the  eonduct  of  the  de- 
fendant aetually  eauied  the  plaintiffs  inju- 
ry."  340  P.2d  at  402.  Whenever  the  nile 
lOb-4  iMue  shifti  from  misrepresentation 
or  omiiiion  in  a  document  to  fraud  on  a 
broader  scale,  the  search  for  causation  mutt 
shift  also.  The  "relianee'*  that  produces 
cuiaation  in  the  latter  type  of  ease  cannot 
eome  from  reading  a  document  It  may 
arise  from  the  duty  to  speak  as  in  C/te.  a 
•eheme  to  manipulate  the  maricet  at  a  time 
when  a  merfer  had  forced  a  sale  as  in 
Sehlkkt  a  scheme  to  inflate  common  stock 
prices  by  misleading  statemenu  as  in  Rif- 
kin,  or  a  claim  by  a  bond  buyer  that  he 
relied  on  the  market  to  provide  securities 
that  were  not  fraudulently  created  as  we 
have  here.  The  meet  significant  common 
thread  in  all  these  precedents  is  that  rule 
lOb-6  is  not  limited  to  a  narrow  right  to 
recover  for  knowing  fraudulent  misrepre> 
aentations  or  omissions  in  disckMure  docu- 
ments which  mislead  a  securities  buyer. 
The  nile  is  recogniaed  also  to  provide  the 
basis  for  a  federal  cause  of  action  for  more 
elaborate,  intentional  schemes  which  de- 
ceive or  defraud  purchasers  of  securities. 

The  dissent  suggesto  that  our  holding 
needlessly  imports  a  state  law  cause  of  ac- 
tion for  converak>n  into  the  federal  securi- 
ties law.  Again  we  disagree.  It  is  the 
recogniaed  right  of  action  created  by  rule 
lOb^  which  we  hold  Bishop  waa  denied. 
This  cause  of  aetkm  has  its  roots  in  congres- 
sional enactment,  federal  regulation  and 
federal  precedent.    We  merely  decline  to 


ruled  that  thia  action  could  not  be  main- 
tained as  a  class  action  because  of  ladi  of 
typicality,  lack  of  adequate  representation, 
and  lack  of  a  showing  that  common  quos- 
tkms  of  fact  wouM  predominats.  All  three 
of  these  determinations,  however,  were 
premised  on  the  belief  that  reliance  on  the 
Offering  Circular  waa  crucial  to  Bishop's 
claim.  On  remand,  the  court  must  reconsid- 
er the  maintainability  of  this  action  as  a 
class  action  aa  to  members  of  a  properiy 
defined  class  of  Bond  purehssers  who  dkl 
not  so  rely." 

VACATED  and  REMANDED. 

RANDALL,  Circuit  Judge,  with  whom 
BROWN.  RONEY.  GEE,  TJOPLAT. 
JAMES  C.  HILL.  FAY.  ALVIN  K  RUBIN, 
REAVLEY  and  HATCHETT.  Circuit 
Judges,  join,  dissenting. 

The  majority  opinkm  toda\  adopts  a  new 
theory  of  recovery  in  federal  court  under 
Rule  lQb-6.  It  hoMs  that  a  purehaaer  of 
securities  offered  to  the  public  by  means  of 
a  misleading  offering  circular,  who  has 
heretofore  been  foredoeed  from  recovering 
in  federal  court  under  Rule  lOb-4  because 
of  his  admitted  lack  of  reliance  on  the  of- 
fering dreular,  will  not  henceforth  be  fore- 
doeed from  recovering  under  the  Rule  if  he 
is  able  to  prove  that  the  defendants  know- 
ingly conspirsd  to  bring  sscurities  onto  the 
market  which  were  not  "entitled  to  be  mar- 
keted" and  that  he  reasonably  relied  on  the 
availability  of  the  securities  on  the  market 
aa  aa  indieatioa  of  their  entitlement  to  be 
marketed. 


it 


VII. 


The  judgment  diamisBing  plaiatiff  s  com- 
plaiBt  is  vacatsd  and  the  cause  remanded 
for  further  proceedings  not  ineonsistent 
with  this  opinion.    The  district  court  also 

l&    The  court  previously  dsttnnlMd  the  rnsin- 
uinablUcy  of  a  nik  IOb>S(2)  eisM  MUon  for 

on 


This  newly-devised  route  to  recovery  un- 
der Rule  lOb-S  is  completely  without  su^ 
porting  precedent;  indeed,  it  conflictt  with 
the  prior  decisions  of  this  and  every  other 
dreuit  and  with  the  clear  implication  of 
rscsnt  Supreme  Court  decisions  in  the  secu- 
rities field.  But  even  if  the  majority  were 
writing  on  a  blank  slats,  its  novel  holding 
wouM  be  profoundly  unwise  for  several  rea- 
sons. F!nt  it  intnduess  into  the  law  un- 
der Rule  lOb-6  a  distinction  between  securi- 

tht  Offtrtng  Circular.  The  requlrtimm  to  rt- 
comMer  the  metemnabdity  of  an  addlcionaJ 
dais  action  dost  net  affict  that  deMtimMCien. 
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titt  that  arc  '*«nttUtd  to  bt  iMrk«tad."  i.  a, 
Mcurititt  that  may  bt  the  subjact  of  a 
frauduknt  markatinc  wheme.  but  which, 
abiant  the  fraud,  eouid  be  lold  at  aotM 
price,  and  tleuritiat  that  art  not  "tntitltd 
to  be  nMrktied,"  i.  e.,  Mcurities  that  art  the 
subject  of  a  fraudulent  marketing  scheme 
and  that,  absent  the  fraud,  couM  not  be  sold 
at  any  price.  The  requiremenu  for  recov- 
ery under  Rule  lOb-5  in  any  ease  hinfe 
upon  which  category  of  securities  the  de- 
frauded plaintiff  purchased.  If  he  pur- 
chased  a  security  that  was  entitled  to  be 
marketed,  he  must  have  relied  on  the  de- 
fendants' misrepresentations  or  omissions  in 
order  to  recover.  If,  however,  he  can  show 
that  he  purchased  a  security  which  was  not 
entitled  to  be  marketed,  he  can  recover  in 
spite  of  his  nonreliance  on  the  defendants' 
misrepresentations  or  omissions  if  he  can 
show  that  he  reasonably  relied  on  the  intef- 
rity  of  the  marketplace  to  offer  him  securi- 
ties that  were  entitled  to  be  marketed. 
This  novel  theory  permits  recovery  under 
the  Rule  to  one  who  has  elected  not  even  to 
seek  to  read  what  the  seller  is  obligated  by 
the  Rule  to  disek)ee.  thereby  defeating  the 
primary  objective  of  the  Rule— the  making 
of  an  informed  investment  decision. 
Second,  the  majority  opinkm  has  great  po* 
tential  for  increasing  tlie  volume  of  litiga- 
tk>n  under  Rule  lOb-5  by  providing  a  feder- 
al fonim  to  those  i^intiffs  who  by  their 
own  actMMis  woukl  otherwise  have  forfeited 
the  protection  of  the  Rule  and  have  relegat- 
ed themselves  to  state  court  actions  for 
oonverskm.  Finally,  the  majority  opinion 
also  has  great  potential  for  protracting 
much  Rule  10tH6  litigation  that  would  here- 
tofm«  have  terminated  at  the  summary 
judgment  stage.  For  these  reasons,  I  re- 
spectfully dissent 

I.    THE  MAJORITY'S  TREATMENT  OP 
THE  REUANCE  REQUIREMENT 

The  majority  begins  part  III  of  ita  opin- 
ion by  acknowledging  that  relianee  is  an 
essential  element  of  a  mitrs  presentation  or 
omissMn  ease  under  sectMn  10(b)  of  the 
Securities  Exchange  Act  of  1984  (the  "1984 
Act"),  15  U.S.C.  §  78j(b)  (1976).  The  opin- 
ion  notes  that  the  trier  of  fact  may  presunte 


reliance  in  an  omissions  case  (as  distin- 
guished from  a  misre|Mtsentations  esse)  in 
which  the  plaintiff  could  justifiably  have 
expected  that  the  defendant  wouM  disclose 
material  information.  However,  that  pre- 
sumption is  said  by  the  majority  to  be  re- 
buttable and  is  held  to  have  been  rebutted 
in  this  ease  by  Bishop's  admitted  failure  to 
read  or  even  seek  to  read  the  offering  circu- 

The  majority  opinion  goes  on  to  distin- 
guish between  Bishop's  Rule  lOb-^2)  case 
based  on  misrepresentations  and  omittions 
in  the  offering  circular,  as  to  which  summa- 
ry judgment  was  proper  because  of  Bishop's 
admitted  lack  of  reliance  on  the  offering 
etreular.  and  Bishop's  Rule  10b-5(l)  and  (3) 
case  based  upon  a  scheme  to  defraud  and  an 
act  that  operates  as  a  fraud,  each  having  as 
its  objective  the  issue  and  sale  of  bonds 
which  were  not  entitled  to  be  marketed. 
As  to  the  latter  case,  lack  of  reliance  by  the 
plaintiff  on  the  offering  circular,  which  is 
described  as  "only  one  component  of  the 
overall  scheme,"  is  hekl  to  be  not  fatal. 
Instead,  proof  of  reliance  by  the  plaintiff  on 
the  availability  of  the  bonds  on  the  market 
as  an  indication  that  they  were  entitled  to 
be  marketed  will  suffioe. 

By  way  of  explanation,  the  majority  opin- 
ran  tells  us  that  the  role  of  relianee  in 
securities  actions  is  to  establish  causation, 
and  that  whenever  the  issue  under  Rule 
10b-<5  shifts  from  misrepresentatkms  or 
omissions  in  a  document  to  "fraud  on  a 
broader  scale,"  the  search  for  causation 
most  also  shift  In  fraud  on  a  broader 
scale,  the  reliance  that  establishes  causation 
"cannot  come  from  reading  a  document" 
but  instead  can  consist  of  reliance  on  the 
market  to  provide  securities  that  are  enti- 
tled to  be  marketed.  Thus  we  are  toM  that 
we  need  to  view  Bishop's  case  as  not  simply 
one  of  the  class  of  cases  in  which  the  fraud 
ia  accomplished  by  means  of  misreprstenta- 
tions  and  omissions  in  an  offering  dreular 
(in  which  the  abaenoe  of  relianee  by  the 
plaintiff  on  the  offering  circular  wouM  b« 
fatal  to  the  plaintiffs  case)  but  instead  aa 
one  in  a  class  of  cases  involving  "fraud  on  a 
broader  scale"  or  "more  elaborate,  inten- 
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tional  schemes  which  deceive  or  defraud 
purchasers  of  securities"  (in  which  the  re- 
liance that  is  needed  is  simply  reliance  on 
the  integrity  of  the  market  to  provide  secu- 
rities  that  are  entitled  to  be  marketed). 
We  are  told  this  in  spite  of  the  fact  that 
Bishop's  complaint  is  aecuntely  summa- 
rized  in  the  opening  lines  of  the  majority 
opinion  as.  alleging  "in  essence  . .  that  the 
defendants  had  fabricated  a  materially  mis- 
leading Offering  Circular  in  order  to  induce 
the  Industrial  Development  Board  ['Board*] 
to  issue,  and  the  public  to  buy.  fraudulently 
marketed  bonds." 

The  only  direct  authority  cited  by  the 
majority  for  its  novel  holding  is  the  Rule 
itself,'  which  makes  it  unlawful  in  connec- 
tion with  the  sale  of  a  security  to  employ 
any  scheme  to  defraud  (clause  1)  or  to  en- 
gage in  any  act  which  operates  as  a  fraud 
(clause  3).  With  deference,  I  suggest  that 
if  it  were  possible  to  circumvent  the  re- 
quirement of  clause  (2)  of  the  Rule  of  re- 
liance on  the  defendants'  miarapresenU- 
tions  or  omissions  simply  by  falling  back  on 
the  sweeping  language  of  clauses  (1)  and  (3) 
of  the  Rule  in  combination  with  allegations 
of  elaborate  fraud,  there  would  be  numer- 
ous cases  to  du  as  direct  authority  for  the 
majority's  hoMing.    In  fact,  there  are  none. 

II.    PRIOR  PRECEDENT  RELATING  TO 
THE  RELIANCE  REQUIREMENT 

A.    The  Origins  Mod  FuneUon  of  the  Ra- 
liMoee  Requirement 

Perhaps  the  seminal  modem  case  on  the 
reliaaee  requirement  is  Uat   v.  Feshian 

I.  In  arguing  that  iu  holding  does  noc  conflict 
with  prior  prtcedwn  of  this  circuit  or  the  Su- 
preme Court,  the  majority  virtually  concedes 
that  there  is  no  direa  pneedentiMi  support  for 
iu  imerpretetkm  of  dauacs  (1)  and  (3)  of  the 
Rule:  "It  is  noc  our  theory*  but  the  words  of 
rvic  l€b-5  which  confer  the  right  of  action  w« 
hold  Bishop  is  entitled  to  try  to  prove.  Con- 
trary to  the  assertion  of  the  dissent,  neither  this 
court  nor  the  Supreme  Court  has  held  [that] 
these  peru  of  the  rule  do  not  mean  what  they 
aay."  Ante.  ^JFMu  471. 

a.  In  list,  the  ptaintifr  was  an  experiwwcd  and 
succesaftil  investor  who  had  purchased  5.100 
shares  d  Fashion  Parti  stock  in  1959  at  $13.50 
per  share.  In  November  1900.  with  the  advice 
of  his  broker.  Ust  authoriicd  the  sale  of  his 
stock  at  a  net  price  to  him  of  not  less  Uian  SIS 


Park.  /nc.  340  F.2d  457  (2d  Cir.),  cert  de- 
nied, 382  U.S.  811. 86  S.Ct.  23. 15  L.Ed.2d  60 
(1965).    The  gravamen  of  List's  complaint 
waa  that  the  defendants  had  utteriy  failed 
to  disclose  oerUin  material  facts,  and  that 
aa  a  result  thereof,  he  had  loot  money  in 
selling  securities.'    The  defendants  argued 
that  the  language  of  clauses  (1)  and  (2)  of 
Rule  lOb-5  could  not  support  liability  in  a 
toul  nondiaclooure  case,  but  the  Second  Cir- 
cuit firmly  rejected  the  defendants'  sug- 
gested distinctions  that  were  based  on  the 
differing  language  of  the  three  clauses;  in- 
stead, the  court  relied  upon  the  Rule  as  a 
whole  for  iU  holding  that  toUl  nondisclo- 
sufH  fell  within  the  ambit  of  Rule  lOb-5 
and  section  10(b).     Id.  at  462.     Drawing 
upon  the  elements  of  the  common  law  tori 
of  misrepresenUtion,  the  Second  Circuit  in- 
corporated into  the  private  cause  of  action 
under  Rule  lOb-5  the  requirement  that  the 
plaintiff  have  relied  upon  the  defendants' 
misrepresentations  or  omissions,  even  in  a 
total  nondisclosure  case: 

[T]he  test  of  'reliance'  is  whether  'the 
misrepresentation  is  a  substantial  factor 
in  determining  the  course  of  conduct 
which  results  in  [the  recipient's]  loss.'  .  .  . 
The  reason  for  this  requirement  ...  is  to 
certify  that  the  conduct  of  the  defendant 
actually  caused  the  plaintiffs  injury .... 

This  inurpreution  of  Rule  lOb-^  is  a 
reaaonable  one.  for  the  aim  of  the  rule  in 
caaes  such  as  thb  is  to  qualify,  as  be- 

per  share.  List's  broker  knew  that  at  that 
time,  two  directors  of  Fashion  Park  were  bid- 
ding for  Fashion  Park  stock  through  the  pink 
sheets,  but  the  broker  did  not  think  it  impor- 
tant to  disck>se  this  fact  to  List,  and  List  made 
no  effort  to  leam  whether  the  directors  were  in 
the  market  for  the  stock.  Another  develop- 
ment was  the  adoption  of  a  resolution  by  the 
board  of  directors  of  Fashion  Park  on  Novem- 
ber 4.  I960,  to  merge  into  another  company. 
Fashion  Park  did  not  issue  a  press  release 
about  the  merger.  List  sold  his  stock  in  mid- 
November  1960.  at  $18.50  per  share,  without 
knowing  that  one  of  Fashion  Park's  directors 
was  the  purchaser  or  that  Fashion  Park's  man- 
agement was  considering  the  sale  of  the  com- 
pany. 
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twMH  inskkn  and  ouuidcn,  Um  doetrint 
of  etvMl  emptor— not  to  tttablMh  a 
ichtfiM  of  invotton'  insuranet.  Aiaurtd- 
ly,  to  abandon  the  rtquirtmont  of  ro- 
Kanct  would  bt  to  fadliUU  outiidors' 
proof  of  imidon'  fraud,  and  to  that  tx- 
ttnt  tht  int«rprttatk>n  for  which  plaintiff 
conttndi  might  advanet  tht  purpooat  of 
Rult  106-6.  But  this  atrikoa  ua  m  an 
inadaquatt  rtaaon  for  raadinff  out  of  tht 
rult  to  baaic  an  tkmtnt  of  tort  law  aa  tht 
prineipit  of  eauntion  in  fact 

Id.  at  462-61  (bracktttd  portion  inatrttd  by 
Stcond  Circuit).  In  applying  this  prineipit 
to  tht  eaat  btfort  it,  tht  Stcond  Circuit 
held  that  the  trial  court's  detailed  findings 
of  fact,  to  tht  effect  that  List  would  have 
sold  his  stock  even  had  he  bttn  aware  of 
the  undisclosed  information,  were  not  clear- 
ly erroneous;  accordingly,  the  showing  of 
causation  necessary  to  support  a  private 
rtcovery  under  Rule  lOb-5  was  missing, 
and  List  could  not  recover. 

This  court  promptly  adopted  the  rule  of 
List.  £  /.,  Htrpieh  v.  W^lact,  430  T2A 
792, 606  4  n.l2  (6th  Cir.  1970)  (ciUng  Lift ): 
GrumMes  v.  77mts  Htnld  Printing  Co.,  387 
Fid  593  (6th  Cir).  etrt.  denkd,  390  U.S. 
1028.  88  S.Ct  1419.  20  LEd.2d  286  (1968) 
(affirming  per  curiam  a  judgment  for  de- 
fendant on  basis  of  adequately  supported 
jury  findings  that  plaintiff  did  not  rely  and 
that  omitted  facts  were  not  material). 

A  itfodiffeatiofM  to  tim  Mnnnw  in  Which 
tht  ilt/ianet  Jtequiriffltnt  Mt^y  Be  5at- 
ia/kd 

Subatqutnt  to  tht  List  dtciaion,  tht  ftd- 
eral  courts  have  dcvtloptd  two  modiflea- 
tiona  in  tht  manntr  in  which  rtUanct  may 
be  ettabliahed.  both  of  which  are  aimed  at 
overcoming  what  would  otherwiae  be  virtu- 
ally insurmounuble  obataclta  for  plaintiffs. 
The  first  modification  applita  only  to  non- 
diadoaurt  eaats  i.  sl,  thoat  easts  in  which 
tht  daftndants  havt  rtmaintd  siltnt  in  tht 
fata  of  a  duty  to  diadoaa.  Tht  steond 
modifkatioa  applita  only  to  etrtain  "fraud 

a.  5«e  tHo  aUMntta  v.  Unktd  StacM.  44S  U.S. 
222.  229-30.  100  S.CL  1108.  1115.  O  LCd2d 
la  (1900)  (indudlni.  in  •  desertpuon  of  A/nn. 


on  tht  market**  claims— typically  daas  ac- 
tiono  in  which  a  great  many  plaintiffs  havt 
alltfsdiy  sufftrad  lossts  in  tht  steondary 
trading  market  as  a  rssult  of  misrepresen- 
tations or  omtsaions  in  a  series  of  documents 
promulgated  by  the  defendants  over  a  peri- 
od of  timt. 

i.  Tht  nbuttMbh  prmumption  of  ra- 
/ianet  in  tottJ  oondiado$ur»  easaa— In 
many  instanees.  the  violatwn  of  Rule  lOb-6 
eomplaintd  of  by  tht  plaintiff  is  a  total 
failure  to  diadtat  material  informatioa.  aa 
waa  true  in  List.  Eariy  in  tht  1970b,  tht 
ftdtral  oourta  increaaingly  became  aware 
that  in  such  total  aondisdeeure  easts,  a 
plaintiff  faesa  almoat  an  insurmountabit 
burdtn  if  ht  is  required  to  prsotnt  affirma- 
tivt  evklence  that  he  relied  specificaliy  on 
the  defendants'  silence  with  regard  to  a 
material  fact. 

The  Supreme  Court  first  addressed  this 
problem  in  Affilinud  UU  Citimnt  v.  C/aited 
Sutti;  406  U.S.   128,  92  S.Ct   1456.  31 
L.Ed.ad  741  (1972).    The  defendants  in  Af- 
fllinud  Ut§,  who  were  marketmaktn  in  the 
stock  of  a  company  holding  aasets  for  cer- 
tain Indians,  as  well  as  sales  agents  for  thm 
Indians,  had  remained  silent  as  to  prevail- 
ing market  pricea  for  the  stock  in  drcum- 
stancea  in  which  they  had  a  duty  to  disclose 
those  prices.   The  Indians  "considered  these 
defendants  to  be  familiar  with  the  market 
for  the  shares  of  stock  and  rs/ied  upon  them 
when  they  deairsd  to  sell  their  sharss."    Id. 
at  162.  t2  S.Ct  at  1471  (emphasis  added).* 
The  Supreme  Court  held  that  the  Tenth 
Circuit  had 
trrad  when  it  held  that  there  waa  no 
violation  of  the  Rule  unless  the  record 
disclosed  evidence  of  reliance  on  mattrinl 
fact  miarepreaentations  by  [the  defend- 
ants).   We  do  not  read  Rule  lOb-6  ao 
restrictively.    To  he  surs.  tht  neond  aub^ 
ptngrmph  o/  the  rule  tptd/kt  the  mair- 
ing  oi  a  \Mtrv9  stacemtnt  o/  a  macttrrai 
/act  and  tht  onisifoo  to  sUte  a  mactrw/ 
/act    fbt  ffm  nad  third  tubptngnpha 
an  not  $0  rmuietod.   Thtst  dtftndanu* 


Mtd  Ut0,  •  refertnct  to  tht  rtltanct  by  the 
Indian  letttrt  upon  tht  Bank's  ptrsoniMl). 
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aetivitits,  outlined  ftbovc,  disdoM  within 
Um  very  languafe  of  ono  or  the  other  of 
thoee  subpwagnphs,  a  "ooune  of  busi- 
imm"  or  a  "device,  tchenie.  or  artifiee" 
that  operated  ea  a  fraud  upon  the  Indian 
eellen.  SiipennCendent  oi  Iiminnct  v. 
BMnken  Ufe  A  CMSutity  Co.,  [404  U.S.  6. 
92  S.Ct  166.  30  LEd^  128]  (1971)].  . . 
The  tellers  had  the  right  to  know  that  the 
defendanu  were  in  a  position  to  gain 
financially  from  their  aalee  and  that  their 
shares  were  selling  for  a  higher  price  in 
that  market. . . . 

ITnder  the  drcuntMUneea  of  thi$  ease. 
involving  primMiily  a  fMihtn  to  diadooo, 
positive  proof  of  reliuico  i$  not  a  prere^* 
ufsite  to  recovery.  All  that  is  necessary 
ia  that  the  faeu  withheld  be  material  in 
the  sense  that  a  reasonable  investor 
might  have  considered  them  important  in 
the  making  of  this  decision ....  This 
obligation  to  disclose  and  this  withhoMing 
of  a  material  fact  establish  the  requisite 
element  of  causation  in  fact 

Id.  at  152-^.  92  S.Ct  at  1471-1472  (empha- 
sis added;  some  citations  omitted). 

The  courts  of  appeals  have  not  read  Affil- 
fated  Ute  as  having  done  away  with  the 
relianoe  requirement  altogether.  Rather, 
AffiliMted  Ute  has  been  read  to  esublbh  a 
rebuttable  presumption  that  the  plaintiff 
relied  upon  the  defendant's  nience  in  total 
nondisclosure  cases,  at  least  so  tong  as  the 
facts  ss  to  which  the  defendants  were  silent 
meet  the  materiality  requirement.  For  ex- 
ample,  in  Rifkin  v.  Crow,  574  F.2d  256  (5th 
Cir.  1978),  the  law  in  thb  circuit  on  relianoe 
was  carefully  summarized  and  restated, 
with  special  attention  paid  to  AffiUeted 
UU: 

4.    Judce  John  Minor  Wisdom,  writing  for  our 
court  in  Dupuy  v  Dupuy.  551  F.2d  lOOS  (5th 
Cir.).  cm.  denied,  434  U.S.  91 1.  98  S.Ct.  312.  54 
L.Ed2d  197  (1977).  summarized  the  elements 
of  a  pnvate  cause  of  action  under  RuJe  IOb-5: 
The  courts  have  established  that  with  re- 
gard to  private  recovery  for  the  violation  of 
rule  iOb-5.  a  properly  stated  cause  of  action 
must  etuMish  the  scienter  of  the  defendant, 
the  matenaltty  of  any  misrepresentation  or 
omission  by  the  defendant,  (he  extent  of  mc- 
tual  nUmnee  by  the  plMintiff  on  the  defend- 
ant's  auiemenu,  and  the  justitlabiUty  of  the 


After  Ute,  the  reliance  requirement 
has  varied  somewhat  in  articulation  from 
circuit  to  circuit,  but  a  general  pattern 
seems  to  have  emerged:  where  a  lOb-5 
action  alleges  defendant  made  positive 
misrepresentations  of  material  informa- 
tion, proof  of  relianoe  by  the  plaintiff 
upon  the  misrepresentation  is  required. 
Upon  an  abeenoe  of  proof  on  the  issue, 
plaintiff  loees.  On  the  other  hand,  where 
a  plaintiff  alleges  deception  by  defend- 
ant's nondisclosure  of  material  informa- 
tion, the  Ute  presumption  obviates  the 
need  for  plaintiff  to  prove  actual  relianoe 
on  the  omitted  information.  Upon  a  fail- 
ure of  proof  on  the  issue,  defendant  loees. 
But  this  presumption  of  relianoe  in  non- 
disclosure cases  is  not  conclusive.  //  de- 
fendent  can  prove  thet  pieintiff  did  not 
rely,  thet  ia,  thet  pleintiffs  decision 
would  not  heve  been  effected  even  if 
defendent  had  diaeheed  the  omitted 
facts,  then  plaintifr*  recovery  is  barred. 

Id.  at  262-63  (footnotes  omitted).  Accord, 
Huddleston  v.  Herman  A  MacLean,  640 
F.2d  534,  547-50  (5th  Cir.  1961)  ("reliance  is 
an  issue  in  all  Rule  lOb-5  cases'^;  Dwoskin 
V.  Rollins,  Inc.,  634  F.2d  285,  291  n.4  (5th 
Cir.  1961);  Moody  v.  Baehe  St  Co.,  570  F.2d 
523,  528  (5th  Cir.  1978);  Vohs  v.  Dickson, 
495  F.2d  607.  622  (Sth  Cir.  1974);  Roches 
Brothers,  Inc.  v.  Rhoadea,  491  F.2d  402.  410 
(3d  Cir.  1974);  Simon  v.  Merrill  Lynch, 
Pieree,  Fenner  St  Smith,  Inc.,  482  F.2d  880, 
884-85  (5th  Cir.  1973).  Indeed,  until  today, 
thb  circuit  has  uniformly  required  not  only 
that  there  have  been  reliance  (whether  es- 
tablished by  means  of  an  unrebutted  pre- 
sumption under  Affiliated  Ute  or  proved 
directly  by  the  plaintiff),  but  also  that  the 
plaintiffs  reliance  have  been  rsasooa^a.* 

reliance,  frequently  translated  into  a  require- 
ment of  due  diligence  by  the  plaintiff. 
ML  at  1014  (emphasis  added:  footnotes  omit- 
ted). The  argumem  made  in  Dupuy  was  that 
because  EnM  A  Emat  v.  Hoch/elder.  425  U.S. 
185.  96  S.a.  1375.  47  LEd.2d  666  (1976).  re- 
quired that  the  plaintiff  prove  saemer  as  part 
of  his  cause  of  action,  the  pUintifTs  lack  of 
diligence  in  investigating  the  information  avail- 
able to  him  should  not  defeat  recovery  because 
the  defendant's  culpability  would  be  of  a  far 
greater  degree.  The  Dupuy  court  r^ected  this 
argument,  however: 
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The  mtjority  opinion  dots  not  purport  to 
ovtrrule  tny  of  thoM  esMs.  Indtod,  it  tpo- 
eifieally  ditelaimt  any  inttnt  to  ovtmilt 
Rifkin  by  trnting  it  at  a  csm  ariting  only 
under  elauie  (2)  of  Rule  lOb-5.  Admitted- 
ly, the  opinion  in  Rifkin  does  not  make  an 
explicit  distinction  between  eases  arising 
under  clause  (2)  of  the  Rule  and  those  aris- 
inf  under  clauses  (1)  and  (3).  But  Rifkin 
does  make  a  clear  distinction  between  mis- 
representation and  omission  eases,  and  its 
holding  M  to  the  latter  is  premised  on  Affil- 
iMUd  Utt  (which  was  itself  a  holding  under 
clauses  (1)  and  (3)).  This  leads  me  to  be- 
lieve that  in  Rifkin  and  its  progeny  this 
court  has  spoken  to  the  question  of  whether 
proof  of  nonreliance  bars  recovery  in  a  case 
arising  under  clauses  (1)  and  (3>— and  has 
held  that  it  docs.  HuddltUon  v.  Hermui  A 
MMeLeMOt  suprs,  reads  Rifkin  in  this  man- 
ner. 

Further,  the  majority  opinion  squarely 
conflicts  with  the  decision  of  the  Eighth 
Circuit  in  VcrvaecJce  v.  Chilm,  Heider  St 
Co.,  578  F.2d  713  (8th  Cir.  1978).  Although 
the  majority  chooses  not  to  discuss  Ver- 
vaccice,  that  case  also  involved  an  initial 
public  offering  of  bonds  and  featured  a 

Pic  abandon  complttHy  the  consideration  of 
reliance  in  fact  and  raesonablc  reliance  ig- 
nortt  not  only  the  abov«(-suced]  pobcics  of 
due  dilitcnce  but  also  the  need  for  a  causal 
link  bttw—n  the  misrepresentation  or  omis- 
sion and  the  injury  sufftrcd  by  the  pnvaie 
plaintiff.    The  cause  of  action  would  no  long- 
cr  provid*  compensation  for  losses  occa- 
sioned by  the  violation  of  the  [1934]  Act 
because  a  plaintiff  could  sue  without  rHying 
on  the  tnnd.    ThM  would  traasfenn  the  ac- 
tion into  an  cnforcemsm  mechanlam.    W« 
rejta  ihM  approach  . . 
Id  at  1016.   Tlie  court  did  agree,  however,  that 
HechMder  called  for  a  modification  of  the 
standard  of  care  under  which  the  plaimifrs 
condua  wouM  be  judged    t.  e..  a  modification 
that  would  broaden  the  definition  of  "reasona- 
ble" reliance.    Baclong  away  somewhat  from 
our  previous  definition  of  reaaooaMeness.  as 
expressed  in  cases  such  as  Clemenc  A.  Evans  A 
Co  V  McAipme.  434  F.2d  100.  IOS-04  (Sth  Cir. 
1970).  cert,  dmiedl  402  U.S.  9M.  91  S.Q.  I«e0. 
29  LEd.2d  IS3  (1971).  the  Oupuy  coitft  held 
that  mere  neglige  net  was  not  enough  to  make 
the  rehance  unrceaonaMe;   maicad.  to  defeat 
recovery  on  grounds  that  the  plamtifrs  reliance 
was  unreasonable,  the  plamufTs  conduct  must 
have  been  a  refusal  to  investigate  in  disregard 


plaintiff  who,  by  his  own  admissioa.  had  not 
relied  on  a  defective  offering  ctreular. 
Sensing  that  his  admission  might  be  fatal  to 
a  clause  (' )  claim,  he  urged  that  his  case 
should  be  eonsidcrsd  as  one  involving  pri- 
marily nondisclosure  oogniiable  under 
clauses  (1)  and  (3)  of  Rule  lOb-6.  The 
Eighth  Circuit  speciftcally  declined  to  do  so 
and  held  instead  that  the  district  court  had 
properly  granted  summary  judgmtnt  for 
the  defendants  because  of  the  plaintiffs 
sdmitled  nonreliance  on  the  offering  dreu- 
lar. 

Regardless  of  whether  the  mtj^nty  opin- 
ion oonflicu  dirsetly  or  only  indirectly  with 
the  cases  discussed  above,  it  is  clear  at  least 
that  none  of  these  prior  cases  dealing  with 
the  reliance  requirement  even  indirectly 
supporu  the  majority's  holding  today.  If 
those  cases  are  not  explicitly  overruled,  I 
believe  that  for  the  reasons  expressed  below 
in  part  III.  their  practical  vitality  has  been 
emasculated  aub  aikntio  by  the  ms^ty. 

1  R»liMnee  in  "/mud  on  tAe  markeC" 
data  actions.— In  inwsting  that  it  is  not 
overruling  Rifkin  v.  Cnm,  the  majority 
notes  in  part  VI  of  its  opinion  that  Rifkin 
"points  out  that  this  circuit  had  not  ptavi' 

of  a  nsk  known  to  him  or  so  obvious  that  he 
must  be  taken  to  have  been  aware  of  it.  and  so 
great  as  to  make  it  highly  probatile  that  harm 
wouM  folk)w.    SSI  F2d  at  1020. 

This  court  has  steadfastly  adhered  to  !>!• 
pu/s  requtremem  that  the  plamtifrs  reliance 
have  been  reasonable  i.  e.  within  the  stan- 
dard of  care  articulated  by  the  Dupuy  court. 
See.  e.  g.,  Paul  F.  Newton  A  Ca  v.  Texas 
Commerce  Bank.  €30  F.2d  1111.  1121-22  (SUi 
Cir.  1900)  (Charles  Clark.  J.f.  Swensen  v.  En- 
gelstad.  026  F.2d  421.  424  (Sth  Cir.    1900). 

The  majority  pomu  out  that  there  has  been 
no  allegation  ui  this  case  that  Bishop  lacked 
due  diligence  .  Ame.  647  F.2d  at  470  n.6.  But 
since  there  was  positive  proof  of  Bishop's  imn- 
rvfiancr.  there  is  simply  no  issue  as  to  the 
reasonableness  of  Bishop's  reliance. 

Nonetheless.  Dupuy  and  lU  progeny  are  ex- 
tremely relevant  to  our  inquiry:  Judge  Wis- 
dom's reasoning,  in  rejecting  the  argumem  that 
the  reasonableness  of  ttie  plamuff s  reUance 
shouM  not  be  a  part  of  his  cause  of  action,  is 
equally  applicable  m  Uus  case,  wjierc  tJie  mm- 
jonty  dispenses  not  wtth  the  requiremcm  that 
llM  plamufTs  rehance  be  reasonable,  but  wwh 
tlie  more  fWidamental  requirement  that  he 
have  relied  ui  tlie  5rst  place. 
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out/y  decided  whcthtr  a  buyer  could  rely  on 
ft  fraud  on  the  market'  theory  as  developed 
in  the  Second  and  Ninth  Circuits."  *  In  an 
accompanying  footnote,  the  majority  cites 
Schtkk  V.  FenihDixie  Cenmnt  Corp.,  507 
?M  374  (ad  Cir.  1974).  cert  denkd.  421 
U.S.  97«,  96  S.CL  1976,  44  LEd^  467 
(1975X  and  Blaekk  v.  fiarradc.  524  P.2d  891 
(9th  Cir.  1975).  cert  dmhd,  429  U.S.  816. 97 
S.Ct  57.  50  LEd^  75  (1976).  Sehliek  is 
not  a  **fraud  oa'the  marlcet**  case  in  the 
usual  sense  of  that  term,  but  as  discussed 
below  in  part  II-C  it  represents  another 
sort  of  modification  to  the  reliance  require> 
menu  fi/adc/e.  however,  is  the  seminal  and 
best  known  of  the  "fraud  on  the  market** 
cases.  Earli^,  in  part  IV  of  its  opinion,  the 
majority  cites  fi/adrie  for  the  proposition 
that  Bishop*s  **ladc  of  reliance  on  the  Offer* 
ing  Circular,  only  one  component  of  the 
overall  scheme,  is  not  determinative.*** 
The  inference  is  that  the  majority  believes 
that  BiMckie  and  the  other  "fraud  on  the 
market"  cases  support  its  holding  in  the 
case  at  bar. 

Bhdcie  is  typical  of  the  "fraud  on  the 
market"  cases  in  that  it  involved  an  ex- 
tremely large  daas  of  plaintiffs  who  pur- 
chased the  securities  of  an  issuer  at  differ- 
ent times  over  an  extended  period.  The 
gravamen  of  the  daims  of  all  members  of 
the  putative  class  was  the  alleged  misrepre- 
sentation by  the  issuer  of  its  true  finandal 
condition  in  annual  and  interim  reports, 
prese  rdeaaes.  and  SEC  filings.  One 
ground  upon  which  the  defendants  resisted 
the  named  plaintiffs'  motion  for  class  certi- 
fication was  that  the  need  for  direct  proof 
of  subjective  reliance  by  each  class  member 
woiikl  inevitably  create  sufficient  confiicts 
between  class  members  and  the  named 
plaintiffs  as  to  make  the  named  plaintiffs' 
representation  inadequate. 

The  Ninth  Circuit  recogniaed  that  :t  was 
virtually  impossible  in  the  context  of  dasa* 
wide  proceedings  f<^  each  daas  member  to 

9.  Anu.  647  F.2d  at  471  &  n.l2.  Ri/kin  lisu  a 
number  of  "fraud  on  the  market"  cases  in  addi- 
uon  to  aiacMe.    See  574  F.2d  at  243  n.4. 

C    Ante.  647  F.2d  at  4fl». 


present  direct  proof  of  his  subjective  re- 
liance.'   The  court  therefore  established  a 
rebuttable    presumption    for    those   cases 
alleging  deception  that  inflated  the  price  of 
stock  traded  on  the  open  market: 
[P]roof  of  subjective  reliance  on  particu- 
lar misrepresentations  is  unnecessary  to 
establish  a  lOb-6  claim  for  a  deception 
inflating  the  price  of  stock  traded  in  the 
open  market    Proof  of  reliance  is  ad- 
duced to  demonstrau  the  causal  connec- 
tion between  the  defendant's  wrongdoing 
and  the  plaintiffs  loss.    We  think  causa* 
tion  is  adequately  established  in  the  im- 
personal stock  exchange  context  by  proof 
of  purchase  and  of  the  nnteriality  of 
misrepresentations,  without  direct  proof 
of  reliance.    Materiality  circumstantially 
establishes  the  reliance  of  some  market 
traders  and  hence  the  inflation  in  the 
stock  price — when  the  purchase  is  made 
the  causational  chain  between  defend- 
ant's conduct  and  plaintiffs  loss  is  suffi- 
ciently establiahed  to  make  out  a  prima 
facie  case. 
Id.  at  906  (dUtions  omitted).     Drawing 
upon  a  dbtinction  made  by  the  Second  Cir- 
cuit in  Sehlkk  between  **loes  causation"  and 
"transaction  causation,"  the  Ninth  Circuit 
specifically  rejected  the  notion  that  a  Rule 
lOb-6  action  can  be  predicated  solely  on  a 
showing  of  kiea  causation: 
The  lOb-6  action  remains  compensatory; 
it  is  not  predicated  solely  on  a  showing  of 
economic  damage  (loes  cauaatwn).     We 
merely  recognise  that  indivklual  "trans- 
actional causation"  can  in  these  drcum- 
stanoes  be  inferred  from  the  materiality 
of  the  misrepresenUtion.  see  Tucker  v. 
Arthur  Andersen  St  C^.  [67  F.R.D.  468. 
480  (S.D.N.Y.1975)]:  SchUek  v.  Fenn-Dix- 
ie  Cement  Corp.,  507  P.ad  374.  381-382 
(2d  Cir.  1974).  and  shift  to  defendant  the 
burden  of  disproving  a  prima  fade  case 
of  causation.   Defendants  may  do  so  in  at 
least  2  ways:  1)  by  disproving  materiality 

7.  Cf  Hudtffesron  v.  Herman  A  MeeUaa.  640 
F  2d  S34.  549  (Sth  Cir.  1961)  ("in  a  dau  aaion. 
while  the  matenality  ekment  can  be  estab- 
liahed for  the  class  as  a  whole,  reliance.  like 
damafcs.  is  a  matter  of  individual  prooT*). 
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or  by  proving  that,  dopitt  imuriAlity,  tn 
insuffidtiit  number  of  tmdtrt  rtliod  to 
inflau  tht  prico:  and  2)  by  proving  that 
an  individuMi  pkintiff  ponhutd  dupitM 
knowhdf  of  tht  fMl$ity  of  a  ivprvwau- 
tion,  or  tAat  ho  would  havo,  had  ho 
known  of  it 
Id.    (footnou  omitttd;    emphaiis  added). 

Blaekie'i  significance  to  the  ease  at  bar 
rests  in  ita  holding  that  detpiu  a  pretump- 
tion  of  reliance  in  "fraud  on  the  market** 
cases,  the  defendant  may  still  defeat  reeov. 
ery  by  positive  proof  of  nonrellance.  The 
Ninth  Circuit  has  consisUntly  adhered  to 
this  rule.  £  g.,  Keiman  v.  Homeland.  Inc., 
611  P.2d  785.  78&-89  (9th  Cir.  1990).  Thus. 
Blaekit  provides  sbsoluuly  no  support  for 
the  majority's  partial  abandonment  of  the 
reliance  requirement. 

C.    The  Limitad  Cireumatanem  in  Which 
Ralianea  May  Be  t/nnsresisfy 

My  own  research  reveals  only  one  factual 
situation  in  which  the  reliance  requirement 
srguably  would  be  unjustified.  That  situa> 
tion  wsa  presented  in  Schlick  v.  Penn-Dixie 
Cement  Corp.,  507  T2A  374  (Zi  Cir.  1974), 
cert  denied,  421  U.S.  976,  97  S.CL  57.  50 
L.Ed.2d  75  (1975)— a  case  cited  by  the  ma- 
jority in  connection  with  a  distinction  be- 
tween "loss  causation"  and  "transaction 
causation.** ' 

%.    Am«.  $47  F.2d  at  400. 

9.  Ptaintifr  Schlkk  wm  a  minonty  shardiolder 
iR  Continental  Steel;  defendant  Penn-Dboe  had 
become  a  nMioriiy  shartholdar  in  Coatinciual 
and  thus  had  vocing  comrol.  Schlick  alkted 
that  Penn-Dixw.  by  caunng  Conunental's  as- 
sets to  be  used  for  lU  own  purpoaea.  artificially 
depraaaad  the  market  prxe  of  Contincmal 
sMck  and  inflated  the  market  price  of  Pcnn- 
Dixie  stock.  ScMicfc  alkt«d  that,  as  pert  of  a 
scheme.  Penn-Dixw  propoacd  to  marge  Conti- 
nental into  a  Pcnn-Dixia  subsidiary  but  faaed  to 
diackM*  in  the  proocy  statement  issued  before 
the  merger  the  manner  in  which  Penn-Duoe 
had  inflated  the  value  of  iu  shares  at  the  ex- 
pense of  CoAtincntal.  Penn>Dixie  then  merged 
Continental  mto  a  subsidiary,  with  the  result 
that  the  minority  shareholders  in  Contuicnul 
received  an  unfairly  low  exchange  ratio.  Sig- 
mficantly.  Cominenul's  minonty  shareholders 
had  no  power  to  prevent  the  merger.  Under 
suu  law  a  majority  of  the  outstanding  shares 


Schlick  dkl  not  allege  fraud  rssulting  in 
his  purchase  of  a  security;  instead,  he  al- 
leged that  a  fraudulent  proxy  sUUment 
wsa  one  step  in  a  scheme  that  lad  to  the 
forced  liquidation  of  his  security.'  The 
Second  Circuit  noted  that  this  waa  not  a 
typical  Rule  lOb-5  case: 

This  n  not  a  case  where  the  10l>--5 
daim  is  based  solely  upon  material  omis- 
sions or  missuuments  in  the  proxy  maie- 
riala   Were  it  so,  concededly  there  would 
have  to  be  a  showing  of  both  loaa  eauaa- 
tioff—that    the    misreprseenUtions    or 
omissions  caused  the  economic  harm— and 
Crsflsaction  causa  t/of}— that  the  violations 
in  question  caused  the  appellant  to  en- 
gage in  the  transaction  in  question.    The 
former  is  demonstrated  rather  easily  by 
proof  of  some  form  of  economic  damage, 
here  the  unfair  exchange  ratio,  which 
arguably  would  have  been  fairer  had  the 
basis  for  valuation  been  disclosed.  Trans- 
action  causation   requires   subsUntially 
more. 
507  P.2d  at  380  (emphaab  in  original;  foot- 
note omitted).    The  court  went  on  to  ex- 
plain the  tivo  ways  in  which  a  plaintiff 
oould  make  a  prima  facie  showing  of  trans- 
action causation: 
In   a   misrepresenution  case,   to   show 
transaction  causation  a  plaintiff   must 
dcmonstrau  that  he  relied  on  the  misrep- 

was  all  that  was  required  in  order  to  effect  the 
merger.  The  exchange  of  the  Continental 
shares  held  by  Schlick  and  the  other  muionty 
sharehoMers  for  those  of  the  Penn-Dixie  sub- 
sidiary was.  effectively,  a  forced  sale  tn  which 
they  made  no  investment  decision.  Schlick's 
class  action,  which  was  founded  upon  sccuons 
10(b)  and  14(a)  of  the  1934  Act.  and  Rules 
10b>S  and  l4a-9  thereunder,  was  dismissed  by 
the  district  court  on  the  fround  that  it  failed  to 
present  any  allegation  of  injury  which  waa 
cauaed  by  the  allegedly  false  and  misleading 
proxy  statement  other  than  that  caused  by  the 
unfair  merger  itself.  After  reviewing  the  alle- 
gations of  the  complaint  and  the  deasion  of  the 
district  court,  the  Second  Circuit  noted  that  the 
nature  of  the  fraud  alleged  m  the  compieint — 
engagement  tn  a  course  of  business  whKh  op* 
erated  as  a  fraud  and  deceit  on  the  purchaacrs 
and  holders  of  Continental  stock — was  encom- 
passed by  dause  (3)  of  Rule  lOb-S. 
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mentationa  in  qu«ttion  when  ht  tnured  object  of  the  Kbeme  wm  not  to  induce  the 

into  the  tr&nsaction  which  caused  him  minority  ttockhoMen  to  make  an  erroneous 

harm In  an  omission  or  nondiselo-  decision  baaed  on  the  misstatements  and 

sure  case  based  upon  Rule  lOb-5.  a  plain-  omissions  in  the  proxy  sutement,  for  their 

tiff  need  not  show  reliance  in  order  U»  decision  on  the  proxy  solicitation  was  irrele- 

show  transaction  causation  but  must  still  vant  to  the  success  of  the  scheme;  rather, 

show  that  the  facts  in  question  were  ma*  thoee   missutements  and  omissions  were 

terial  **in  the  sense  that  a  reasonable  part  of  the  alleged  plan  to  cover  up  the 

investigator  might  have  considered  them  essence  of  the  fraud,  which  wss  the  manip- 

important**  in  making  hb  investment  de-  ulation  of  stock  prices  to  set  the  scene  for 

cisions.  sa  unfair  exchange  ratio  in  a  forced  merf> 

Id.   As  an  exception  to  the  general  prt>poei.  «'     Transaction  causation  was  irrelevant 

tion  that  a  plaintiff  must  allege  and  prove  ^'^^  **  mmonty  shareholders  wve  net 

trmnsaction  causation  to  recover  under  Rule  2j"^  "^^J  ***J^  *"  J"''!**^'^^^^ 

lOb-5.  the  court  carved  out  a  limited  exoep-  V*  ****'?  hoWmg  of  the  SeMiek  case. 

^^.  then,  can  be  summansed  as  follows:  when 

..  ^      .^    .^.^  .                  «   «  *  plaintiff  alleges  that  he  has  sustained  a 

Lnder  the  lOb-6  count,  proof  of  «««»•  ,oss  as  the  result  of  a  fraudulent  scheme  U> 

action  caption  is  unneceasary  6/  nrtue  ^^^  ^^^  ^  ^^^^  ^  ^,  ^^  ^^^^^  ^ 

of  the  tJhgBtioiuu  to  Uit  offoeUt^aon  ^^^  ^^    ,^  ^            transaction  causa- 

of  a  scheme  to  defnud  which  indudm  ^„  ^j„^,^j^  ^,j^^^  ^^^  ^  presumed) 

mMfktt  nmnipulMtHM  MdM  martr  on  j^^^  he  has  made  no  investment  decision 

pr^ferenUMl  terms,  of  which  the  proxy  ^  p^rticipaU  in  the  transaction.    Aceortt 

omissions  and  nusrepresenUtions  are  only  ^niie  Co.  v.  WesUnghouse  Air  Brtke  Ca, 

one  aspect    Thus  appellant  need  only  ^^^  p^  ^  ^  ^jd  Cir.  1969).  eert  denied. 

show  kMS  causauon  with  respect  to  his  ^qq  ^  g   gjg,  91  S.Ct  41.  27  L£d2d  50 

claim  for  relief  under  lOb-5;  [the  court  ^^„Q^  ^..^j^„  ^  ^^^^^^  ^^  ,  ^^^  ^^ 

below)  found  and  we  agree  that  this  has  ^^  ^„j„  .„  ^^^^^  ^f  ^^^  by  the 

been  shown.    Here  the  complaint  clearly  p|^„ji£f^  but  i^t.^  requires  an  exercise  of 

alleges  that,  u  a  reeult  of  the  merger,  y^ixjoa  by  other  persons.  ther«  need  be  no 

eppellMnt  wu  forced  to  se//  his  Continen-  ^^^^  ^^at  the  plaintiff  himself  i«lied 

tal  shares  to  Penn-Dixie  on  the  basis  of  „p^„  ^  deception'^:    Vine  v.  BeneTKiel 

an  exchange  ratio  that  reflected  adverse-  ^„.^  ^0..  374  FAi  827.  635  (2d  Cir.). 

ly  the  manipulated  mariiet  value  of  Con-  ,,^  ^„y^^  ^  u.S.  970.  88  S.CL  488.  19 

tinental  stock,  and  that  he  sustained  inju-  L.Ed.2d  460  (1987)  ("(wlhaUver  need  ther« 

ry  accordingly.  ,^y  be  to  show  reliance  in  other  situations 


Id.  at  381  (emphasis  added).  [dtiag  list  and  other  cases],  we  regard  it  as 

Sehliek,  then,  did  not  even  arguably  fit  «nneoeesary  in  the  limited  instance  when  no 

within  clause  (2)  of  Rule  lOb-5.    The  mis-  voliUonal  act  is  required  and  the  result  of  a 

r«preaenutions  and  omisskms  in  the  proxy  '«««*  »»•  «  «»»«^y  ^^  intended  by  the 

sUUment  did  not  cause  the  plaintiffs  loss.  v^vonfdMr"). 

laslead,  the  claim  involved,  to  paraphrase  Though  the  specific  hoMing  in  Schiiek 

the  Second  Circuit's  opinion,  a  forced  sale  in  obviously  b  inapplicable  given  the  facu  of 

which  the  plaintiff  had  no  opportunity  to  the  case  at  bar.  the  portion  of  the  Second 

make  an  investJiieiic  decision  and  in  which.  Circuit's  opinion  dealing  with  kiss  causatwn 

therefore,  the  defendants'  miarepresenta-  and   transaction  causation  «  instructive. 

tions  and  omissions  in  the  proxy  statement  Ours  b  a  case  in  which,  to  quote  the  majori- 

were  not  the  sole  mechanbm— km*  even  the  ty  opinion,  "the  complaint  alleged  that  the 

key  mechaaiam — through  which  the  fraudu-  defendants  had  fabricated  a  materially  mis- 

Itnt  scheme  waa  to  be  accomplished.    The  leading  Offering  Circular  in  order  to  induce 
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the  Industrial  Revtnu«  Board  to  iasuo.  and 
the  public  to  buy,  fraudulently  marketed 
bonds."'*  Whether  this  case  is  viewed  as  a 
misrepresentations  case  or  an  omissions 
case,"  the  named  plaintiff  and  every  mem- 
ber of  the  puutive  class  voluntarily  entered 
into  the  transaction  as  the  result  of  an 
investment  decision.  If  we  sdhere  to 
Sehlkk,  each  must  show  transaction  eausa- 
Uon—induding  reliance  (actual  or  pre- 
sumed) on  the  offering  circular.  In  this 
case  the  existence  of  reliance  has  been  de- 
finitively disproved  by  Bbhop's  admission 
that  he  did  not  read  or  even  seek  to  read 
the  offering  circular.  And,  as  the  majority 
opinion  correct  concludes,  presumptive  re- 
liance has  been  rebutted  by  the  same  admis- 
sion. 

In  short,  neither  Sehlkk,  B/adrie,  nor  any 
other  ease  cited  by  the  majority  supporu  lu 
holding.  In  fact,  the  majority's  holding 
runs  contrary  to  the  clear  implication  of 
every  ease  from  this  circuit  and  others  in 
which  the  reliance  requirement  has  been 
considered. 

le.  Ante.  M7  F.2d  at  464  (foocnocc  and  brack- 
flted  drflnition  of  terms  omitted). 

11.  In  my  view,  this  is  prtmsrily  a  misrtprtsen- 
utions  case  rather  than  an  omissions  case  bt- 
eauac  the  defandanu  undenook  to  sell  the 
bonds  ptirsuant  to  an  offering  circular.  See 
HuddlettOtt  v.  Henrmn  A  MacLean.  640  F.2d 
934.  546  (9ch  Clr.  1961)  ("(t]his  ease,  involvint 
alleted  miasutemenu  and  omlssiona  in  a  pr» 
speaus  published  pursuam  to  a  public  offering, 
cannot  properly  be  characterized  as  an  omis< 
sions  case  of  the  type  for  whkh  the  AffUiMUd 
Ute  presumptioa  was  faahiOAcd"):  Vervaecke 
V.  ChiJn.  Mefder  A  Co.,  976  F2d  713.  717  n.  2. 
716  &  n.  4  (8ch  Clr.  1976). 

12.  Justice  Rehnquist's  opinion  in  fiiur  Chip 
Sttmpi  V.  Manor  Drug  Store*,  421  U.S.  723.  99 
S.Ct.  1917.  44  LEdJd  939  (1979).  cmphaaiaes 
the  importance  of  weighing  competing  policy 
concems: 

(W]e  would  by  no  means  be  understood  as 
suggesting  that  we  are  able  to  divine  frtmi 
the  language  of  {  10(b)  the  express  "intent  of 
Congress"  as  to  the  contours  of  a  private 
cause  of  acuon  under  Rule  10^9.  When  we 
deal  with  private  actiona  under  Rule  10^9. 
we  deal  with  a  judicial  oak  which  has  pown 
from  little  more  than  a  legislative  acorn. 
Such  growth  may  be  quite  conaistem  with 
the  congressional  enactment  and  with  the 


III.    REASONS  FOR  ADHERENCE  TO 
THE  RELIANCE  REQUIREMENT 

A.    The  Pdiey  Behind  tht  Ae/fsiwe  Ae- 
quinitMnt 

In  the  case  at  bar,  the  majority  hoMs  that 
nonreliance  on  the  defendants'  misrepreeen- 
tations  or  omissions  is  not  fatal  to  some 
cases  brought  under  clauses  (1)  and  (8)  of 
Rule  lOb-^  and  creates  instead  a  new  sort 
of  reliance  requirement  for  thoee  psses  rs 
liance  on  the  integrity  of  the  marfcetplaoa. 
Other  than  the  majority's  inUrpreUtion  of 
the  policies  and  the  congressional  purpose 
behind  the  federal  securities  laws,^  there  is 
abeoluuly  no  support  for  the  majority's 
holding  today  in  the  prior  precedent  of  this 
or  any  other  court 

In  part  V  of  its  opinion,  the  majority 
correctly  sUtcs  that  "[tlhe  thrust  of  the 
arguments  against  [its]  holding  is  that  a 
recovery  in  this  circumstance  is  not  conso- 
nant with  the  central  purpoee  of  the  securi- 
ties laws,  which,  it  is  argued,  is  to  provide 
full  disclosure  so  that  investors  may  make 
informed  investment  dedsions."  >*  The  ma- 
jority then  dtes  phrases  from  a  number  of 
M  for  the  proposition  that  '^{jM  dia- 


role  of  the  federal  judiciary  in  imerpreting  it. 
but  It  would  be  disingenuous  to  suggest 
that  either  Congress  in  1934  or  the  Securities 
and  Exchange  Commission  ui  1942  foreor- 
dained the  present  sute  of  the  law  with  re> 
spect  to  Rule  lOb-i.  It  is  therefore  proper 
that  we  consider  what  may  be  described 
as  policy  considerations  when  we  come  to 
flesh  out  the  portions  of  the  law  with  respect 
to  which  neither  the  congressional  enaamem 
nor  the  adnunistrative  regulauons  offer  con- 
clusive guidance. 
Id  at  737.  99  S.a.  at  1926. 

16.    >lAte.  647  FM  at  470:  MS  at  16. 

14.  The  complete  quote  from  Emtt  A  Ernst  v. 
HoehfeMer.  429  U.S.  169.  96  S.Ct  1379.  47 
LEd.2d  666  (1976).  reads  as  follows: 
Tlie  Securities  Act  of  1933  (1933  Act).  46 
Stat.  74.  as  amended.  IS  U.S.C.  §  77a  «(  ooq.. 
was  designed  to  provide  investors  with  hiU 
diKloaure  of  material  information  concemuic 
public  offerings  of  securities  in  commerce,  to 
protect  investors  against  fraud  and.  throuch 
the  imposKion  of  specified  civil  liabilities,  to 
promou  ethical  sundards  of  honesty  and  fair 
dealing.  See  H.R.Rep.No.69.  73d  Cong.,  lac 
Seas..  I>9  (1933).  Tlie  1934  Act  was  intend- 
ed principally  to  protect  investors  ageinat 
mampulatien  of  stock  prices  through  reguta- 
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doturt  is  only  oim  imms,  albtit  a  etntral 
one,  of  ichieving  [the]  paramount  goals"  of 
the  fidtral  securities  laws.**    I  disagree. 

Although  passed  largely  in  response  to 
the  paralysing  financial  crises  of  the  period, 
the  seeurities  laws  enacted  by  Congress  in 
the  1980b  wers  not  inunded  to  creau  a 
scheme  of  investors'  insurance  or  to  regu- 
lau  directly  the  underiying  nierits  of  vari- 
ous investments.  Compared  to  the  oonsura- 
er-orienled  legislation  of  the  laU  IMOs  and 
1910b,  the  federal  seeuritieB  laws  leave  a 
great  many  potential  "harms'*  (in  the  sense 
of  economic  loeses  by  individual  investors) 
unremedied.  In  marked  contrast  to  federal 
laws  in  other  fidds,  and  to  many  state 
"blue  sky**  securities  laws,  the  federal  secu- 
rities laws  are  based  on  the  premise  that 
the  federal  govemment's  role  is  merely  to 
ensure  the  free  flow  of  complete  and  accu- 
rate information  within  the  Nation's  seeuri- 
tiea  markets:  once  full  disckieure  is 
achieved,  indivklttal  inveelors  are  expected 
to  look  out  for  their  own  iateresta.  In 
Afniiattd  C/tt,  the  Supreme  Court  deecrib- 
•d  the  1964  Act  and  its  eompankm  legisla- 
tive enactments  (indudinf  the  Securities 
Act  of  1983)  as  embracing  a  "fundamenul 
purpoee  ...  to  substitute  a  philoeophy  of 
full  disdoeure  for  the  phihwophy  of  caveat 
emptor  and  that  to  tdtkvt  a  high  standard 
of  business  ethics  in  the  securities  indus- 

tion   of   truMacUont   upon    Mcwltics   tx> 

changts  and  in  ovtr>Uia<ounctr  marktta. 

and  to  impos*  regular  reporting  rvqulrmems 

on  compenita  wtwee  ilodi  ia  listed  en  na- 

Uonal  sKurttiet  tNCiiantM.    See  S-Atp^Na 

7*2.  73d  Cong..  2d  Sesa.  1-5  (1994). 

M.  at  199.  96  S.Ct.  at  1382.   Even  mora  inftonn- 

atlve  is  tha  actual  languagt  from  Tfehwepnte  v. 

lOKfM.  399  U.S.  332.  99  S.CL  949.  19  LCdJd 

994  (•997): 

The  Sccurttlet  exchange  Aa  (of  1934]  quite 

clearly  falls  into  the  category  of  mnedial 

legiilition.   One  of  Ita  central  purpoeca  is  to 

protect  invtsters  chraiifb  cfte  lequirsmeM  ei 

Aaff  ditdotun  by  issuers  ot  memtUn,  and 

tJw  definition  of  aeeurtty  In  f  3(aX10)  neeea> 

•artty  determines  the  deaees  of  invesimenu 

and  investors  wWch  will  receive  the  Aa's 

protectioM. 

IdL  at  339.  99  S.Ct.  at  993  (emplMMt  added: 

footnote  omiued).  The  majority  also  dtes  5te> 

ptfe  V.  Merrill  Lynth.  Pfcree.  Fiumr  A  SmiUI. 

lac..  499  F.2d  229  (2d  Or.  1974).  but  mat 

laya: 


try.**  406  U.S.  at  151,  92  S.Ct  at  1471 
(dting  SEC  v.  Cs/nu;  G^m  Reaeuth  Bth 
/vail,  /jic,  375  U.S.  180,  186.  84  S.Ct.  275, 
280. 11  LEd.2d  237  (1963))  (second  emphasis 
added).  And  more  recently,  in  Santa  fe 
Ittduitrm,  Inc.  v.  G/ven.  430  U.S.  462,  97 
S.Ct.  1292,  51  LEd.2d  480  (1977).  the  Court 
noted  that  it  "repeatedly  has  described  tAe 
'fundMOMtttMi  purpose'  of  the  [1934  Act]  m 
implementing  a  'philosophy  of  full  disclo- 
sure'; once  full  and  fair  disclosure  has  oc- 
curred, the  fairness  of  the  terms  of  the 
transaction  is  at  most  a  tangential  concern 
of  the  sUtuU."  Id.  at  477-78.  97  S.Ct  at 
1308  (emphasis  added).  Thus,  the  Supreme 
Court  has  repeatedly  held  that  the  method 
which  Congress  has  chosen  to  promote  a 
high  standard  of  business  ethics  in  the  secu- 
rities markets  is  to  require  full  disclosure. 

As  enforced  by  private  plaintiffs  seeking 
money  damages.  Rule  lOb-5  serves  both 
deterrent    and    compensatory     purposes. 
These  compensatory  purposes,  however,  are 
not  without  limits.    Although  Rule  lOb-5 
may  be  thought  of  as  remedial  legislation, 
which  should  be  interpreted  "not  technically 
and  restrictively,  but  flexibly  to  effectuate 
its  remedial  purpoees."  AffilitUd  Uu,  406 
U.S.  at  151.  92  S.Ct.  at  1471.  "we  ars  not 
dealing  here  with  any  private  right  of  ac- 
tk>n  created  by  the  express  language  of 
f  10(b)  or  of  Rule  lOb-5 .         We  are  deal- 
As  we  have  sutad  time  and  again,  the 
purpose  Oehind  Section  10(b)  and  Rule  lOb-S 
is  to  protect  the  investing  puMic  and  to  se- 
cure feir  deeiing  in  the  securities  markets  by 
promoting  fuU  diaelomm  at  inaidi  mfonna- 
tian  ao  (Aae  an  mfyimad  JudgmaM  can  ba 
mada  by  ail  invaaton  who  trada  m  $ueh  mar> 
Jteca 
/dL  at  239  (emphasis  added).   And  M  Herpieh  v. 
Wattaca,  430  FJd  792  (9th  Or.  1970).  we  de- 
scribed Congress'  intent  as  follows: 
In  short.  Congraaa  maant  ro  afford  invaaton 
a  raaaonabia  opportunity  to  maka  knowing, 
imamgant  daciaiona  ragarding  thair  purthaa- 
aa  and  aalaa  of  aaeutiUaa  in  utunanipulatad 
markata,    . .  and  the  loas  resulting  in  con- 
nection with  purchasca  or  sales  made  with- 
out benefk  of  such  an  opportunity  is  the  type 
of  injury  section  10(b)  and  Rule  IOb-9  seek 
to  prevent. 
Id.  at  909  (emphaais  added). 

19.    >tMe.  947  F.2d  at  471. 
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ipart  from  tht  faet  that  the  rtliMict 
raquirtment  makts  Mnae  in  the  oonlext  of 
the  objectives  of  the  1984  Act  end  the 
method  ehoeen  by  CongreM  to  achieve  thoee 
objectives,  there  it  another  reaeon  for  not 
eliminating  the  reliance  requirement  in  a 
suit  under  Rule  lOb-5.  To  paraphrase  Jus* 
tice  Stewart's  opinion  in  AMron  v.  StC,  446 
U.S.  680.  689.  100  S.Ct.  1945,  1951.  64 
L.Ed^  611  (1980).  we  do  not  wriu  on  a 
blank  slate  in  determining  whether  reliance 
is  a  necessary  element  for  recovery  under 
section  10(b)  and  Rule  lOb-5.  The  basic 
requirements  of  a  cause  of  action  under 
Rule  lOb-5  (which  are  listed  in  part  III  of 
the  majority  opinion)  have  remained  largely 
intact  since  the  Rule  was  adopted.    The 

Che  people  involved  in  the  transecuon  p«irauan( 
to  which  the  bonds  were  issued. 

Tlie  second  paragraph  of  the  accountant's 
report  on  the  financial  statements  of  ASECo. 
Inc.  as  of  August  31.  1972.  reveois  on  lu  face 
chat  the  accompanying  financial  suiements 
were  not  prepared  in  accordance  with  generally 
accepted  accounting  principles: 

Investment  real  estate  havuig  a  net  book 
value  of  S473.436.66  is  earned  on  the  en- 
closed balance  sheet  at  S2.420.500.  an  in- 
crease for  statement  purposes  of  S  1.947.- 
063.34.  One  parcel  is  supported  by  an  a^ 
praisal  dated  Oaober  12.  1971.  by  a  member 
of  the  Amencan  Insutute  of  Real  Esute  Ap- 
praisers at  a  value  of  S2.294.000. 
The  significance  of  the  increase  in  the  carrying 
value  of  the  real  estate  "for  statement  pur- 
poses" n  the  amoum  of  SI. 947.063.34  becomes 
clear  when  we  turn  to  the  balance  sheet,  where 
the  net  worth  of  ASECo.  Inc.  is  shown  as 
S2J03.6S7J3.  If  we  subtract  from  that  net 
worth  the  amoum  wrongly  included  in  it 
(SI. 947.063.34).  we  are  left  with  a  net  worth  of 
S296.593.9>.  If  we  OKamine  thai  number  move 
closely,  we  ftaid  that  it  is  based  in  part  on  three 
items  (totaling  S430.7S7.09)  included  in  Current 
Assets  under  the  heading  "Advances  to  Stock- 
holders"—^me  Item  in  the  amoum  of  S176.- 
091  40  called  "Open  Notes."  a  second  item  in 
the  amoum  of  S94.69S.65  called  "Used  for  pur- 
chase of  corporate  shares  for  company 
accoum."  and  a  thud  item  in  the  amouM  of 
S2OO.000.OO  called  "Capital  Stock  subscriptions 
receivable."  The  footnote  to  the  "Open  Notes" 
Item  contains  the  foOowmg  piece  of  informa- 
tion: "Stockholders  propose  to  liquidate  a  por- 
tion of  these  advances  by  assigning  to  the  cor- 
poration their  equity  in  residence  real  esute. 
valued  at  S77.000.00."  The  footnote  to  the 
"Used  for  purchase  of  corporate  shares  for 
company  accoum"  item  comauu  this  descnp- 
tion  of  the  iranaaction  involved:  "The  stock- 
holders obtained  funds  for  the  purpose  of  pur- 


Supreme  Court  has  consisUntJy  turned  back 
efforts  to  eliminau  or  water  down  those 
requirements.  £  g.,  SiJiU  Fe  IndtuUim, 
Inc.  V.  Gn9n,  mipn  (only  conduct  involving 
manipulation  or  deeeption  is  rsached  by  sec- 
tion 10(b)  or  Rule  lOb-5:  privaU  action 
under  Rule  lOb-5  will  not  lie  for  mare 
abuse  of  fiduciary  duty);  £rasC  A  Enrnt  v. 
Hoehfekkr,  425  U.S.  185.  96  S.Ct  1375.  47 
LEd.2d  668  (1976)  (private  cause  of  action 
for  damages  will  not  lie  under  seetkm  10(b) 
and  Rule  lOb-5  in  the  absence  of  any  alle- 
gation of  scienter,  allegation  of  negligence 
insufficient);  A/ue  Chip  Stamps  v.  Majior 
Drug  Storas,  nipn  (private  damages  action 
under  Rule  lOb-5  is  confined  to  actual  pur- 
chasers or  sellers  of  securities).'^   Cf.  AMron 

chasing  cenam  common  Mocks  for  the  accoum 
of  the  company.  We  were  advised  that  the 
shares  have  been  forwarded  lo  the  registrars 
for  registration  in  the  company's  name."  Fi* 
nally.  the  footnote  to  the  "Capital  Stock  sub- 
scriptions receivable"  item  contains  the  follow- 
ing informatior.:  "The  company  is  holding  a 
note  from  J.  C.  Harrelson  in  which  he  has 
promised  to  purchase  1667  shares  of  capMal 
stock  in  the  company  withm  sixty  days  of  Au- 
gust 31.  1972." 

All  three  of  the  items  listed  in  currem  asscu 
under  the  heading  "Advances  to  Stockholders" 
wouM  have  to  be  viewed  wnh  gmt  skep* icism. 
particularly  in  view  of  their  matenality.  individ- 
ually and  in  the  aggregate,  to  the  Rnancial 
sutemems.  And.  if  they  are  elimmaied  from 
currem  assets.  ASECo.  Inc.  is  msolvem. 

In  summary,  the  accountant's  report  mcludsd 
in  the  offering  circular  is  irregular  on  lU  face: 
the  financial  sutements  included  therein  are 
highly  questionable  on  their  face  and  strongly 
tuggest  that  ASECo.  Inc.  was  insolvem  or 
nearly  so  on  the  balance  sheet  date.  The  aver- 
age investor  in  industrial  revenue  bonds,  when 
presented  with  the  accountant's  report  and  fl- 
nancul  sutemems  for  ASECo.  Inc  would,  m 
my  view,  have  had  a  good  indication  that  the 
entire  transaction  was  questionable  and  ex- 
tremely nsky 

17.  Indeed,  of  late  the  Court  has  sho«m  marked 
reluctance  to  extend  the  contours  of  pnvate 
causes  of  aaion  under  *.he  securities  laws  gen- 
erally. £  f..  TraAsamenca  MongMge  Advisors. 
Inc.  V.  Lewis.  444  US  II.  100  S.Q.  242.  62 
LEd.2d  146  (1979)  (no  implied  pnvate  nght  of 
action  under  {  206  of  Investmem  Advisers  Act 
of  1940).  Touche  Koss  A  Co.  v.  Kedington.  442 
US.  560.  99  set.  2479.  61  LEd.2d  82  (1979) 
(no  implied  private  nght  of  action  under  f  17(a) 
of  1934  Act):  Piper  v.  Chns-Cntt  Industries. 
Inc.  430  U.S.  I.  97  S.Ct.  926.  51  LEd.2d  124 
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V  SEQ  Mpn  {SBC  it  rw|uir«l  to  aublith 
MMiittr  M  M  eltiMnt  of  «  civil  onforet- 
ment  tction  to  tnjoia  vioiationa  of  toetioii 
10(b)  ind  Rulo  lOb-5):  ChiMrtU*  v.  United 
SUtM.  445  U.S.  222,  100  S.Ct  1106.  68 
LEd^  848  (IMO)  (reeofnisinf  that  white 
siteiwt  in  eonntction  with  purehaM  or  tate 
of  Mcurities  may  optrate  as  a  fraud  action- 
able undor  Rute  10b-5(l)  and  (3).  criminal 
liability  mutt  bt  prtmitad  on  duty  to  dia- 
elcto  ariainff  from  retetionthip  of  tnnt  and 
confidtnce  betwoon  paitiaa  to  a  tranoae- 
tiony.  We  do  not  havt  a  licama  to  do  what 
the  Supreme  court  hai  refuted  to  da 

0.    The  MMionty'9  "Fnud  on  a  Bnmdtr 
Soa/e"  ExeepCioii  to  cAe  Re/iance  Ra- 
quinment 
The  mi^rity  opinion  contains  two  con- 
flicting views  of  the  nature  of  thit  cate. 
The  opening  linet  of  the  majority  opinion 
describe  the  plaintiffs  complaint  as  alleg- 
inf  "in  eaience  . .  ■  that  the  defendants  had 
fabricated  a  maUrially  misteading  Offering 
Circular  in  order  to  induce  the  Industrial 
Development  Board         to  issue,  and  the 
public    to    buy,    fraudutently    marketed 
bonds.**  ^   But  elsewhere  in  the  opinion,  the 
offering  circular  is  described  as  "only  one 
component  of  the  overall  scheme."  **    Fol- 
lowing the  latur  view  of  the  case,  the  ma- 
jority opinion  sUtes  that  "(w]henever  the 
rule  lOb-5  issue  shifts  from  misrepresenta- 
tion or  omission  in  a  document  to  fraud  on  a 
broader  scate.  the  search  for  causation  must 
shift  altow   The 'reliance' that  produoca  cau- 
sation in  the  latter  type  of  case  cannot 
oome  from  reading  a  document    It  may 
arise  from  ...  a  claim  by  a  bond  buyer  that 
he  relied  on  the  market  to  provide  securities 
that  were  not  fraudutently  created        "*" 

(1 977)  (no  implied  prtvatc  nght  of  aciion  under 
{  14<e)  of  1934  A«;  unsuccMsful  tender  offer- 
or lacked  Handing  to  sue  for  damaies  under 
RuJe  10^6):  TSC  Induunet.  Inc.  v.  Nonhway. 
Inc..  426  US  438.  96  S.a.  2126. 48  LEd.2d  757 
(1976)  (rejecting  Seventh  Orcuit's  expansive 
definitian  of  materiality  in  pnvate  suiu  under 
Rule  14a-9  as  encompassmg  "all  facu  which  a 
reasonable  investor  aught  consider  important": 
misstatement  or  omission  in  proxy  soiiciution 
is  material  only  if  there  is  "substantial  lilceli- 
hood"  that  a  reasonable  shareholder  wouid  (not 


The  eonflictt  in  the  majority  opinion  sug- 
gest the  question:  What  kind  of  a  cate  do 
we  really  have  here? 

The  answer  to  that  question  is  dear  to 
me.    The  majority  opinion  had  it  right  the 
first  time.    We  have  a  eaae  in  which  the 
fraud  on  the  plaintiff  and  the  other  pur- 
chaaers  of  the  bonds  was  effected  by  means 
of  a  misleading  offering  circular.    The  de- 
feiidanU  are  the  participants  in  that  offer- 
ing—the underwriters  who  sold  the  bonds, 
the  lawyers  who  participated  in  the  prepa- 
ratwn  of  the  offering  circular,  the  aeoountp 
ing  firm  that  rendered  a  report  on  the 
financial  stetementa  included  in  the  offer- 
ing circular,  the  bank  that  acted  as  a  trus- 
tee under  the  mortgage  securing  the  bonds, 
and  various  persons  who  are  alleged  to  have 
aided  and  abetted  the  iuuer  of  the  bonds 
and    controlling    persona    of    the    iaauer. 
White  the  pteintiffs  second  amended  com- 
plaint chronicles  at  length  and  in  detail  the 
manner  in  which  the  proceeds  of  the  bonds 
were  altegedly  dissipated  or  diverted,  the 
eaaencc  of  the  fraud  inaofar  as  the  pteintiff 
and  other  bond  purehasers  aro  concerned 
consisted  of  the  sate  of  bonds  te  the  public 
by  means  of  a  misleading  offering  circular. 
The  "shift"  in  the  Rute  10»>-5  issue  describ- 
ed in  the  majority  opinwn  to  "fraud  on  a 
broader  scate"  is  a  shift  effected  by  the 
majority  in  order  to  avoid  the  result  other- 
wise mandated  by  the  application  to  this 
ease  of  the  traditional  elements  of  a  private 
cause  of  action  under  Rule  10b-&     The 
majority's  only  justification  for  the  ahift  ia 
that  Biahop's  complaint,  like  all  Rute  106-4 
complaints,  tracks  the  language  of  the  en- 
Ure  Rute  and  urges  the  applicabaity  of 
clauses  (1)  and  (8).» 

-might")  consider  the  fact  imponaM  in  decid- 
ing how  to  vote). 

II.    Ajire.  647  F.2d  at  464. 


19.    Ante.  647  F.2d  at 
99.    Ajice.  647  F.2d  at  472. 

21.  It  does  not  appear  that  Bishop  arfuKl  any  of 
the  majority"*  theories  his  entitlement  to  rely 
on  the  integrity  of  the  market,  the  bonds'  lack 
of  entitlement  to  be  marketed,  or  the  fr«Md  on  a 
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The  majority  correctly  makes  the  point 
that  the  Rule  is  not  limited  to  a  narrow 
right  to  recover  for  knowing  fraudulent 
miarepresentations  or  omissions  in  disclo- 
sure documents.  It  goes  on  to  say  that  the 
Rule  (meaning,  presumably,  clauses  (1)  and 
(3)  of  the  Rule)  is  "recognized"  to  provide 
the  basis  for  a  federal  cause  of  action  for 
"fraud  on  a  broader  scale"  or  "more  elabo- 
rate, intentional  schemes  which  deceive  or 
defraud  purchasers  of  securities."^  That 
statement  is  wrong.  No  other  court  has 
applied  clause  (1)  or  (3)  of  the  Rule  on  the 
basis  of  the  scale  or  elaborateness  of  the 
scheme  to  defraud.  As  the  very  cases  cited 
by  the  majority  demonstraU.  clauses  (1) 
and  (3)  of  the  Rule  have  been  applied  in- 
stead to  cases  in  which  the  fraud  is  not 
covered  by  clause  (2)  of  the  Rule—/,  e.,  to 
total  omissions  cases,  such  as  Ute,  or  to 
cskses.  such  as  Schlick,  in  which  the  fraud  is 
accomplished  by  means  of  what  the  defend- 
ants did  (e.  g.,  manipulated  the  market) 
rather  than  by  means  of  what  they  said." 

To  permit  the  plaintiff  in  a  case  clearly 
covered  by  clause  (2)  of  the  Rule  to  fall 
back  on  the  broad  language  of  clause  (1) 
(which  reaches  schemes  to  defraud)  or 
clause  (3)  (which  reaches  acts  that  operate 
as  a  fraud),  in  combination  with  allegations 
of  elaborate  collateral  conduct,  in  order  to 
obviau  the  effect  of  the  failure  to  comply 
with  the  reliance  requirement  under  clause 
(2).  makes  the  reliance  requirement  of 
clause  (2)  a  dead  letter  in  the  one  situation 
in  which  it  most  typically  applies— the  of- 
fering of  a  security,  pursuant  to  an  offering 

tiroader  scale— in  the  disinct  court.  These  the- 
ories are  noc  mentHWcd  at  all  in  the  distna 
court 'f  memorandum  opinion. 

21.    Aiue.  647  F.2d  at  472. 

23.  One  leading  commentary  on  the  secunticx 
laws  suggests  thai  a  distinction  should  be 
drawn  between  those  situations  in  which  the 
defendants  themselves  did  something  to  the 
plaintiff  and  those  situations  in  which  the  de- 
fendaiKs  induced  the  plaintiff  to  do  something 
by  means  of  a  misrepresemation  or  omission  of 
a  nucehal  fact: 

Where  the  gravamen  of  the  action  is  some* 
thmg  other  than  misrepresentation  or  non- 
disclosure,  then  of  course  the  question  of 
reliance  does  not  arise.    For  example,  if  the 


circular,  to  investors  who  are  called  upon  to 
make  routine  investment  decisions.  The 
majority  notes  in  footnote  5  of  ita  opinion 
that  to  do  away  with  the  reliance  require- 
ment in  a  Rule  10b-5(2)  case  could  establish 
a  scheme  of  investors'  insurance,  which  nu- 
merous courts  have  held  was  not  the  intent 
of  section  l(Xb).  Yet,  given  the  scienter 
requirement,  it  is  difficult  to  conceive  of 
conduct  actionable  under  clause  (2)  of  Rule 
lOb-5  that  is  not  also  actionable  under  the 
broader  language  of  clauses  (1)  and  (3). 
The  majority's  holding  threatens  to  turn  all 
of  Rule  lOb-5  into  a  scheme  of  investor's 
insurance — at  least  where  the  security  of- 
fered can  be  shown  to  be  not  "entitled  to  be 
marketed" — and  it  does  so  in  what  is.  inso- 
far as  the  plaintiff  is  concerned,  an  ordi- 
nary transaction  flowing  from  his  voluntary 
investment  decision  to  purchase  a  security. 

In  my  view,  clauses  (1)  and  (3)  of  the 
Rule  were  drafted  broadly  so  as  to  reach 
fraudulent  behavior  by  defendants  that  is 
not  covered  by  the  literal  language  of 
clause  (2).  But  clauses  (1)  and  (3)  should 
not  be  used,  as  they  are  by  the  majority,  to 
obviate  for  a  plaintiff  any  of  the  tzvditional 
proof  requirements  of  a  cause  of  action 
under  clause  (2). 

The  majority  opinion  is  a  harbinger  of 
difficulties  for  future  securities  litigation. 
Surely  ingenious  plaintiffs'  counsel  will 
hereafter  plead  the  "entitled  to  be  mar- 
keted/fraud on  a  broader  scale"  theory  at 
least  as  an  alternative  basis  for  recovery. 
The  question  whether  a  security  was  "enti- 
tled to  be  marketed,"  /.  e,  whether  the 

complaint  is  that  the  defendant  sold  SS.OOO.- 
000  of  secuntics  belonging  to  the  corporation 
and  pocketed  the  proceeds,  or  used  them  to 
pay  for  a  controlHng  Mock  of  the  corpora- 
tion's stock,  as  in  [Superintendent  of  Insur- 
ance  v.  Butkers  Ufe  A  C*suMlty  Co..  404  U.S. 
6.  92  S.Ct.    165.  30  LEd.2d   128  (1971)].  it 
makes  no  sense  to  ask  whether  anyone  relied 
upon  anything.    77ie  comptatnt  is  aOoui  what 
the  defendant  did.  not  what  he  said  or  didn't 
say. 
R.  Jcnmngs  A  H.  Marsh.  Securities  Regulation: 
Cases  and  Materials  1064  (4th  ed.  1977)  (em- 
phasis added).    This  distinction  is  in  accord 
wnh  my  discussion  of  the  Schlick  case  in  part 
II -C  above. 
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Mcurity.  •bttnt  the  fraud,  eould  havt  bttn  Rqie  lOb^  daim  and  instead  to  sue  tboic 
•old  at  soma  price,  and  the  question  wheth-  against  whom  recovery  under  Rule  IM 
er  the  scale  of  the  fraud  was  broad  enough,  has  heretofore  been  precluded  should  not 
are  both  presumably  questions  of  fact,  not  rwiW  in  this  court's  fashioning  new  l«w  for 
readily  disposed  of  by  summary  judgment  his  benefit  Further,  the  scheme  to  defnud 
The  creation  of  this  new  recovery  theory  that  Bishop  describes  dearly  comtituta 
will  not  only  breed  more  litigation,  but  it  common  law  conversion  and  would  be  m- 
will  also  make  that  litigation  more  difficult  tionable  in  sUU  court  There  is.  therefore, 
and  time  consuming.  Whether  the  end  re-  qo  necessity  in  this  case  to  create  «  m« 
suit  will  be  any  different  can  be  determined  ^ute  to  recovery  under  Rule  lOb-5  in  order 
only  by  seers.  to  provide  a  remedy  in  federal  court  for 

The  length  to  which  the  majority  goes  to  Bishop  and  others  like  him  who.  bjr  their 
praeerve  a  remedy  in  federal  court  for  Bish-  »»"  actions,  have  forfeiud  the  protectwn 
op  suggests  that  Bishop  and  others  like  him  ^^  the  Rule. 

who  did  not  rely  on  the  offering  dreular      Por  the  foregoing  reasons.  I  wouM  affirn 
might  otherwise  be  without  a  remedy.    In  the  decision  of  the  district  court  gnatiaf 
fact,  if  what  he  alleges  in  his  complaint  is  mmmary  judgment  in  favor  of  the  defend* 
true.  Bishop  had  a  remedy  under  Rule  ants. 
lOb-5  against  his  broker,  upon  whom  he  did 
rely  and  who  advised  him  that  the  bonds 
were  a  good  investment     He  chose,  for 
reasons  known  only  to  him.  not  to  sue  hb 
broker.    Surely  his  election  not  to  sue  the 
person  against  whom  he  had  a  legitimate 
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Exhibit-E 


Johanna  W.  NELSON.  ladhriduaUy  mmI  m 
rcprtttnUtiva  of  a  claoa;  Stcphon  J. 
Bild.  Jr^  EatlMr  d«  la  Pana,  U«b  G. 
Htnaaan,  and  Mary  L  Stcinmeti,  Indi- 
vidiiaUy,  and  at  reprcMntatiTct  of  th« 
interrcnor  notchoidor  elaaa,  Plaintiffi, 

QUIMBY  ISLAND  RECLAMATION  DIS- 
TRICT FACILITIES  CORPORATION 
et  aL,  Defendanta,  and  related  crooa-ac- 
tioni  and  third-party  actions. 

No.  C-77-4»784  SC. 

United  Sutes  District  Court, 
N.  D.  California. 

Jan.  23,  1960. 

Securities  fraud  class  action  was 
tnrouf  ht  by  purchasers  of  bonds  and  notes. 
On  pretrial  motions,  the  District  Court, 
Conti.  J.,  held  that:  (1)  triable  issues  of 
material  faa  existed  as  to  whether  trustee 
of  express  trust  created  by  bond  indenture 
was  subject  to  liability  in  action  with  re- 
spect to  issuance  of  bonds;  (2)  material 
issues  of  fact  existed  as  to  whether  trustee 
was  subject  to  liability  with  respect  to  is- 
suance of  notes;  (3)  bond/note  certificates 
and  accompanying  documents  did  not  con- 
stitute a  ''prospectus"  so  as  to  make  munici- 
pal bond  house  subject  to  liability  under 
Securities  Act  of  1933;  (4)  maurial  iuues 
of  fact  existed  with  respect  to  trustee's 
third-party  complaint  against  individuals 
involved  with  entity  which  acquired  and 
subsequently  retired  bond  anticipation  note; 
(5)  material  issues  of  fact  existed  as  to 
complaint  filed  against  individual  members 
of  investor  group  and  who  participated  in 


trustee  to  file  third-party  complaint  would 
be  denied;  and  (9)  register  of  broker/dealer 
who  served  as  underwriter  of  both  bonds 
and  notes  would  be  allowed  to  file  third- 
party  complaint 

Ordered  accordingly. 

1.  Federal  Civil  Procedure  «»2Sn 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notes,  material 
factual  issues  existed  with  respect  to  is- 
suance of  certificate  of  authentication  by 
bond  indenture  trustee,  which  stated  that 
bonds  were  issued  pursuant  to  and  under 
provisions  of  certain  indenture,  precluding 
summary  judgment  on  claim  against  trus- 
tee. Securities  Act  of  1933,  §  17(a).  15 
U.S.C.A.  §  T7q(a):  Securities  Exchange  Act 
of   1934,   §   10(b).    15   U.S.C.A.   §   78j(b). 

2.  Secuntics  Regulation  «»147 

Whether  one  performs  one  of  the  speci- 
fied functions  of  an  underwriter  with  re- 
spect to  issuance  of  bond  is  a  question  of 
fact  to  be  determined  at  trial.  Securities 
Act  of  1933,  §  2(11),  15  U.S.C.A.  §  77b(ll). 

3.  Federal  Civil  Procedure  «»25U 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notes,  material 
issues  of  fact  existed  as  to  whether  bond 
indenture  trustee  became  participant  in  al- 
legedly fraudulent  scheme  or  assisted  in  its 
completion  with  respect  to  alleged  illegality 
surrounding  bond/note  transactions,  pre- 
cluding summary  judgment 

4.  Federal  Civil  Procedure  e»2Sll 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notes,  material 
issues  of  fact  existed  with  respect  to  note- 
holders' claims  against  bond  indenture  trus- 


sllegedly  fraudulent  scheme  to  sell  proper-     ^^  j^„^  ^^  ^„^^  j„„^„^  ^f  f^,,,  ^^ 
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to  trustee's  action  against  broker/dealer 
who  was  allegedly  a  member  of  syndicate 
which  underwrote  subject  bonds:  (7)  third- 
party  action  filed  by  attorney  who  issued 
bond/note  opinion  letters  against  individu- 
als who  allegedly  participated  in  sale  of 
property  was  not  subject  to  dismissal:  (8) 


mary  judgment  Securities  Act  of  1933. 
§  17(a).  15  U.S.C.A.  §  nq(a);  Securities 
Exchange  Act  of  1934,  §  10(b),  15  U.S.C.A. 
§  78j(b). 


S.  Securitiee  Regulation  «»103 

Civil  liability  may  attach  to  the  is- 
individuals'  motion  to  vacate  order  allowing     suance  of  a  false  or  misleading  prospectus. 

Nelson  V.  Qiiimby,    Island  Reclamation  District  Facilities  a^q>oration. 
4^1  F.  Supp.    \'M  (198(1)  copyriRhT0nTgin^st  l\ihlishinR  Conpany . 
Reprinted  with  permission. 
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Stcuritict  Act  of  1983.  §  12(2).  15  U.S.CA. 
I  n/(2). 

C.  S«ciiritiM  R«fiilatioii  «»2S 

Bond  and  nou  ctrtificatM.  which  con* 

Uin«d  opinion  of  couhmI  and  trustot's  cer* 

tificftU  of  authentication,  did  not  conttitutt 

i  "protpcctut"  und«r  Socuritict  Act  of  1933. 

SMuntict  Act  of  1933.  f  2(10).  15  U.S.C.A. 

f  rrb(10). 

Sm  publlcatioo  Words  and  PtiraiM 
for  other  Judicial  conttnictiona  and 
dtflnidona. 

7.  SMttritiM  Rofvlation  «»139 

Third-party  complaint  in  socuritics 
fraud  clau  action  wu  not  subject  to  dit- 
miaaal  on  grounds  of  lack  of  in  personam 
jurisdiction  where  jurisdiction  of  case  wu 
founded  on  Securities  Exchange  Act  which 
permits  service  throughout  United  States 
and  defendant  had  "minimum  contacts" 
with  United  States.  Securities  Exchange 
Act  of  1934.  §  27.  15  U.S.Cji.  §  78aa: 
Securities  Act  of  1983.  f  22,  15  U.S.CA. 
§  77v. 

8.  Indemnity  e»l5(4) 

Indemnification  is  improper  where  par- 
ty is  found  to  have  violated  manipulative 
and  deceptive  practices  provision  of  federal 
securities  law  or  rule  promulgated  thereun- 
der. Securities  Exchange  Act  of  1934. 
f  10(b).  15  U.S.C.A.  f  78j(b). 

9.  Securities  Regulation  e»l03 

A  party  may  violate  provision  of  fedcr> 
al  securities  law  governing  civil  liabilities  in 
connection  with  prospectus  or  communica- 
tions even  if  he  is  merely  negligent.  Secu- 
rities Act  of  1933.  §  12(2).  15  U.S.CA.  §  77/ 
(2). 

10.  Indemnity  e»  13.1(1) 

Generally,  indemnity  becomes  a  consid- 
eration when  one  person  is  exposed  to  liabil- 
ity because  of  what  another  person  did. 

11.  Indemnity  e^lS 

Right  to  noncontractual  implied  indem- 
nity  rests   upon   equitable  considerations. 

12.  Indemnity  e^lS 

Two  critical  prerequisites  are  generally 
necessary  for  invocation  of  noncontractual 


ise«  (II 

implied  indemnity  in  California:  (1)  dam- 
ages which  claimant  seeks  to  shift  are  im- 
posed upon  him  u  result  of  some  legal 
obligation  to  injured  party,  and  (2)  it  must 
appear  that  claimant  did  not  actively  nor 
affirmatively  participate  in  wrong. 

13.  Contribution  e»5(6) 
Contribution  is  generally  available  in 

federal  securities  fraud  cases. 

14.  Federal  Civil  Procedure  ^288 

A  claim  for  contribution  may  bt  assert- 
ed in  a  third-party  action.  Fed.Rules  Civ. 
Proc  Rule  14(a).  28  U.S.C.A. 

15.  Contribution  e»5<6) 

A  party  is  permitted  to  receive  contri- 
bution, even  if  found  to  have  violated  cer- 
tain provisions  of  federal  securities  law. 
Securities  Exchange  Act  of  1934.  §  10(b).  15 
U.S.CA.  §  78j(b):  Securities  Act  of  1933. 
§§  12(2).  17(a).  15  U.S.C.A.  §§  711(2). 
77q(a). 

16.  Contribution  e»5(6) 

A  statutory  right  to  contribution  is 
granted  to  thoee  charged  with  violating 
California  securities  law  u  well  as  person 
seeking  contribution  wu  not  wilful  violator 
seeking  contribution  from  person  who  wu 
negligent  West's  Ann.Cal.(^.Code, 
§§  2S401.  25501.  25505. 

17.  Federal  Civil  Procedure  e»283 

Court  is  granted  broad  discretran  in 
determining  whether  to  allow  third-party 
complaint 

18.  Federal  Civil  Procedure  e»29I 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notes,  officer  of 
professional  law  corporation  which  iaaued 
opinion  on  bonds  and  notes  in  question  wu 
entitled  to  maintain  third-party  action 
against  members  of  investor  group  who 
participated  in  allegedly  fraudulent  scbnme 
to  sell  property  through  iuuance  of  securi- 
ties that  were  subject  of  lawsuit 

19.  Federal  Civil  Procedure  e»948 

If  a  party  cannot  reasonably  be  re- 
quired to  frame  an  answer  because  com- 
plaint is  too  vague  or  ambiguous,  he  may 
move  for  more  definite  statement  before 
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aM««riac.    F«d.Riilct  CW.Proc  Rute  12(t), 
2BVS.CJL 

21.  Ftdwal  Civil  ProMdvrt  «»<72 

A  pkading  must  oonUin  %  short  and 
plain  ttatanMnt  of  a  daim  showing  that 
piMdar  is  ratitlad  to  relief.  FedRulas  Civ. 
Prac  Rttla  8(aX2).  28  U.S.C.A. 

2L  Fadwal  CivU  Pracadvrt  «»958 

If  a  pltading  contains  a  short  and  plain 
stattment  of  claim  showing  that  pltadar  is 
•ntitled  to  relief  and  fairly  notifies  oppos- 
ing party  of  nature  of  claim,  motion  for 
more  definite  statement  will  not  be  grant- 
ed. FedRules  Civ.Proe.  Rules  8(aX2).ia(eK 
28U.S.CJL 

21  Federal  ClrH  Procedure  e»l018 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notes,  third-par- 
ty defendants  who  were  members  of  inves- 
tor group  who  participated  in  allegedly 
fraudulent  scheme  to  sell  property  through 
issuance  of  securities  subject  of  lawsuit 
««re  not  entitled  to  more  defmite  sute- 
ment  with  respect  to  oomplaint  filed  by 
officer  of  profeuional  law  corporation 
which  issued  opinion  on  bonds  and  notes. 
Fed.Rules  Civ.Proe.  Rules  8(aX2),  12(e).  28 
U.S.CJL 

2S.  Federal  Civil  Procedure  «»2S11 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notes,  material 
issues  of  fact  ezbted  with  respect  to  third- 
party  oomplaint  filed  by  bond  indenture 
tniatee  against  broker/dealer,  who  alleged- 
ly was  member  of  syndicate  which  under- 
wrote subject  bonds,  precluding  summary 
judgment. 

24.  Federal  CIvU  Procedure  «»295 

Within  meaning  of  rule  stating  that 
party  impleading  need  not  obtain  leave  to 
make  service  if  he  files  third-party  com- 
plaint not  later  than  ten  days  after  he 
serves  original  answer,  term  "original  an- 
swer" refers  to  first  answer  to  complaint 
that  ia  in  effect  at  that  time,  u  opposed  to 
any  amended  or  supplemental  answer  to 
that  complaint.  Fed.Rules  Civ.Proe.  Rule 
14.  28  U.S.CJI. 

See  publication  Words  and  Phrases 
for  other  Judicial  constructions  and 


2S.  Federal  CIvU  Procedure  e»2f4 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notss,  third-par- 
ty action  filed  by  attorney  who  issued 
bond/note  opinion  letters  against  individu- 
als who  allegedly  participated  in  sale  of 
property  through  issuance  of  bonds  in  ques- 
tion wu  allowed  to  stand  despite  conten- 
tions that  oomplaint  wu  filed  improperiy 
and  wu  unduly  prejudicial.  Fed.Rules  Civ. 
Proc  Rule  14.  28  U.S.C.A. 

2C  Federal  CIvU  Procedure  e»2»4 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notes,  third-par- 
ty complaint  filed  by  attorney  who  issued 
bond/note  opinion  letters  against  individu- 
als who  sold  certain  property  through  is- 
suance of  securities  in  question  wu  not  so 
vague  or  ambiguous  so  u  to  require  more 
definite  statement 

27.  Federal  Civil  Procedure  e»l809 

In  securities  fraud  clan  action  brought 
by  purchasers  of  bonds  and  notes,  third-par- 
ty oomplaint  Hied  by  bond  indenture  trus- 
tee against  individuals  who  sold  certain 
property  through  issuance  of  securities  in 
question  wu  not  subject  to  dismisul. 

28.  Federal  Civil  Procedure  e»971 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notes,  third-par- 
ty complaint  filed  by  bond  indenture  trus- 
tee against  individuals  who  soki  certain 
property  through  issuance  of  securities  in 
question  wu  not  so  vague  or  ambiguous  u 
to  make  it  unreasonable  to  require  proper 
answer  and  be  subject  to  motion  for  more 
definite  statement 

29.  Federal  Civil  Procedure  e»292 

In  securities  fraud  class  action  brought 
by  purchasers  of  bonds  and  notes,  regis- 
tered broker/dealer  who  served  u  under- 
writer of  both  bonds  and  notes  wu  entitled 
to  file  third-party  oomplaint  despite  conten- 
tion of  unfair  delay  in  bringing  third-party 
action. 


R.  Alan  Stotsenburg,  Stotsenburg  A  Don- 
ohue.  P.  C.  New  York  City,  Robert  J.  Hcil. 
Ferguson.  Hoffman,  Hcnn,  Mandel  A  Heil, 
Inc..  San  Francisco.  Cal..  Black  k  Dcitrick. 
Walnut  Creek,  Cal.,  Toll  A  Leavitt.  Los 
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AngtiM,  CiU^  for  ptoiatiff  J»Iium  W.  N«I- 
Mii  and  Um  bondboldir  daM. . 

Ttrruet  L  StuuMtt,  GoMbirf .  Stinattt 
k  MacDonald,  Sm  PraacMeo.  Cal.,  Ja»«  J. 
FarUy.  Seotfdato.  Am.,  for  inurrtnon- 
plaiatifft  BiM.  dt  la  Parra.  Hormaaa  k 
StainiMts. 

Max  H.  MorUiMta.  John  B.  SehoonfoM, 
DD8.  Rob«t  D.  Uwia.  DDS  and  Uwoll  C. 
Lundoll.  DDS.  in  pro.  par. 

TlModor*  W.  Phillipa.  Philltpt,  Cohn  k 
Groonbtrf .  San  Franeiaco,  Cal..  for  dtfond- 
aat  Urban  i.  Schraiaar. 

Chariot  S.  Kaaady.  Jr..  E.  Garth  Black. 
Coopar.  Whiu  k  Coopar.  San  Franctaeo, 
Cal.,  for  dafendant  Harold  E.  Rogariw 

Bract  D.  Wagnar.  Michael  J.  Brady,  Rop- 
en,  Majcskt,  Koha,  Bantlay  k  Wagnar. 
Redwood  City,  Cal..  for  defcndanU  Nichols. 
Rogan  k  Schrainer.  P.  C.  and  Rogan  k 
Schraintr. 

Richard  B.  Schraibar.  Thomas  G.  Wood. 
SavarsoB.  Wanon.  Barka  k  Mclchior,  San 
Franeiaeo.  Cal..  for  dafandant  Union  Bank. 

Danial  A.  Wtbar.  Mitchell.  Silberberg  k 
Knupp.  Lot  Angalat.  Cal..  for  dcfendanU 
Municicorp  of  California,  Inc..  Kenneth  W. 
Rogan  k  Alan  M.  Stahl. 

Jamat  Goldman.  Kadiaon.  Pfaelxer. 
Woodward.  Quinn  k  Rotti.  Lot  Angelas, 
Cal.,  for  dafendanu  Gibralco.  Inc.  k  Charlet 
L.  Gonthcr. 

Richard  C.  Brautigam.  Philip  R.  Rotnar, 
McCutchen,  Doyle,  Brown  k  Enarten,  San 
Francisco,  Cal.,  for  defendant  Alan  H.  Nich- 
ols. 

Jock  Pation,  Straich.  Lang,  Weeks  k  Car- 
don,  Phoenix,  Aria..  Bronson.  Bronson  k 
McKinnon,  San  Francisco.  Cal..  for  third- 
party  defendanU  Oxford  Life  Inaurance 
Company  and  Theodore  D.  Wilkina. 

Cambridge  Inaurance  Servicaa  Corp.  and 
Jack  D.  Milligan.  in  pro.  per. 

Peter  Taft,  Munger.  Toilet  k  Rickerhau- 
ser.  Lot  Angelet,  Cal.,  for  third-party  de- 
fendanU Marshall  Comblum.  Raymond  Bol- 
ton, Thiol.  Bolton  k  Comblum. 

Ronald  D.  Packard.  Packard  k  Packard. 
Palo  Alto.  Cal..  for  third-party  defendanU 
Packardt  k  Prahm. 


Richard  Marx.  Blumaafald.  Mart.  Tureen 
k  Paatar,  P.  C,  Claytoa,  Mo..  Richard  M. 
Kaplaa.  Kaplan.  Levy.  Samrick  k  Bernard. 
San  Francitco.  Cal.,  for  third-party  defend- 
ant Stix  k  Co. 

John  Charroa,  Charron  k  Whitaker.  St 
Louit.  Mo.,  John  Vaail.  Petrit  Vuil  k  Brad- 
lay.  Campbell.  Cal..  for  third-party  defend- 
ant Harry  F.  Mayfield. 

Robert  D.  Canrow,  Canrow,  Forrett  k 
Jordan,  Novato,  Cal.,  for  third-party  de- 
fendant Harvey  Sullivan. 
-  M.  Laurence  Popoftky,  Chariat  N.  Frei- 
berg, Heller.  Ehrman.  Whiu  k  MeAuliffe. 
San  Francitco.  Cal..  for  third-party  defend- 
ant Jeffrey  Crewa. 

Charlea  A.  Wood.  Jr..  Tinning  k  DeLap. 
Walnut  Creak.  Cal..  for  third-party  defend- 
ant Martin  V.  Lyle. 

Marvin  Smith.  SanU  Rosa.  Cal..  in  pro. 
per. 

Robert  Reeaer.  Oakland,  Cal..  for  third- 
party  defendanU  Aquatic  Innovationa.  Inc. 
L  Mortenaen  and  Chria  MorUnaen. 

Patrick  E.  Catalano.  Jamea  A.  Du- 
Charme.  Law  Of f icea  of  Patrick  E.  Catalano. 
San  Franeiaco.  Cal..  Donald  R.  Wild.  Wilaon. 
Elser.  Edelman  k  Dicker.  San  Franeiaco. 
Cal..  for  third-party  defendanU  Frank  Lee 
Crist,  Jr..  Criat.  Criat.  Griffltha.  Bryant, 
Schulz  and  Biom.  P.  C. 

ORDER 

CONTI.  Diatrict  Judge. 

Thia  ia  a  sacuritiea  fraud  claaa  action 
brought  by  the  purchaaera  of  bonda  and 
notea  iaaued  by  the  Quimby  laland  Reclama- 
tion Diatrict  Facilitiea  Corporation  (herein- 
afUr  Facilitiea  Corporation).  Thia  ease  ia 
before  the  court  on  eleven  separaU  mo- 
tiona,   which   will   be  examined   in   turn. 

I.  DEFENDANT  UNION  BANK'S  MO- 
TION FOR  SUMMARY  JUDGMENT 
AGAINST  PLAINTIFFS 

A.    SUMMARY  JUDGMENT 

The  partiea  and  the  court  are  well  aware 
that  before  a  aummary  judgment  may  be 
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grantad  .under  F.R.Civ.P.  56.  the  pleadingt, 
dcpoeitioiu,  enswers  to  interrogmtories,  ad- 
miaaiofii  on  file,  and  tlie  aeeompanying  af  ft- 
davita  moat  **show  that  there  is  no  genuine 
itsuo  aa  to  any  material  fact  and  that  the 
moving  party  is  entitled  to  judgment  u  a 
matter  of  law."  F.ILCiv.P.  56(c);  MGM 
Gnnd  Hotei,  Inc.  v.  ImpmMl  GU$a  Co.,  533 
F^  486,  488  (9th  Cir.).  oert  ^niti,  429 
U.S.  887. 97  S.Ct.  239. 50  LEd^  168  (1976) 
(quoting  KMdtAenko  v.  AutonuUd  Equip. 
Corp.,  520  F.2d  540.  543  (9th  Cir.  1975)). 

The  party  moving  for  summary  judgment 
haa  the  burden  of  clearly  eatabliahing  the 
lade  of  any  triable  issue  of  material  fact 
It  ia  not  the  function  of  the  trial  court  at 
the  summary  judgment  hearing  to  resolve 
any  genuine  factual  issue,  including  eredi- 
bility;  and  for  purpoaes  of  ruling  on  the 
motion,  all  factual  inferences  are  to  be  tak- 
en against  the  moving  party  and  in  favor  of 
the  oppoatng  party.  Discretion  plays  no 
real  role  in  the  granting  of  summary  judg- 

1.  Union  Bank  also  at^Md  to  act  as  indenture 
trustee  for  the  note  issuance  while  it  was  serv* 
ing  as  trustee  for  the  bonds. 

2.  Section  207  of  the  bond  indenture  provided: 
Filing  of  cubing  Documtnu  and  Delivery  of 
Bondt.  Said  Bonds,  upon  their  execution  in 
the  form  and  manner  set  forth  in  Exhibits  A. 
B,  and  C  hereto,  and  as  herein  provided,  shall 
be  deposited  with  the  Trustee  for  authentica' 
tion,  but  before  said  Bonds  shall  be  authentic 
cated  and  delivered  by  the  Trustee  there  shall 
be  filed  with  or  delivered  to  the  Trustee  the 
following: 

(a)  A  copy  of  the  resolution  adopted  by  the 
Board  of  Directors  of  the  Corporation  and 
certified  by  its  Secretary  authorizing  the  is- 
suance of  the  Bonds  and  directing  the  au- 
thcnticatioa  and  delivery  of  such  Bonds  to  or 
upon  the  order  of  the  purchasers  therein 
named  upon  payment  of  the  purchase  price 
therein  set  forth: 

(b)  Bond  counsel's  opinion  to  the  effect  that: 
(i)  This  indenture  has  been  duly  and  lawfully 
authorized,  executed,  and  delivered  by  the 
Corporation,  is  in  f^  force  and  effect,  and  is 
valid  and  binding  upon  the  Corporation  in 
accordance  with  its  terms,  and  that  such 
Bonds  are  valid,  binding  and  direct  obliga- 
tions of  the  Corporauon.  in  accordance  with 
their  terms  and  the  terms  of  this  Indenture, 
and  such  Bonds  have  been  duly  and  validly 
authorized  and  issued  in  accordance  with  law 
and  this  Indenturr.  and 


ment     See  6   Mowt'i   F^denl   Pnetice 
1 56.15(8].  at  56-642-648. 

B.    BACKGROUND 

Defendant  Union  Bank  is  a  party  because 
it  entered  the  bond  indenture  and  thereby 
became  a  trustee  on  the  express  trusts  cre- 
ated by  the  indenture.*  As  a  trustee,  it 
executed  a  certificate  of  authentication 
(hereinafter  certificate)  which  stated: 

This  bond  is  one  of  the  bonds  issued 
pursuant  to  and  under  the  proviaions  of 
the  within  mentioned  Indenture. 
Union  Bank  aa  trustee 

By 

Authorized  Officer 

Under  Section  204  of  the  bond  indenture, 
a  bond  was  invalid  unless  it  was  endorsed 
with  the  certificate  issued  by  the  trustee. 
Before  a  bond  could  be  authenticated,  how- 
ever several  papers  had  to  be  delivered  to 
the  trustee,*  including: 

1.    A  copy  of  the  resolution  adopted  by 

the  Board  of  Directors  of  the  Facilities 

(ii)  the  Bonds  are  not  subject  to  any  federal 
stamp  tax  in  respect  of  either  the  issuance 
thereof  or  the  subsequent  transfer  thereof  or 
that  any  such  tax  on  the  issuance  of  said 
Bonds  has  been  paid:  and 
(iii)  the  Bonds,  under  the  drcumstnaces  of 
the  issuance  and  sale  thereof,  are  not  re- 
quired to  be  registered  under  the  Securities 
Aa  of  1933.  as  amended,  and  qualificaiion  of 
this  Indenture  under  the  Trust  Indenture  Act 
of  1939  is  not  required:  and 
(iv)  that  any  permit  or  permits  of  the  Com- 
missioner of  Corporations  of  the  Sute  of 
California  necessary  under  the  Califorma 
Corporate  Securities  Law  to  the  sale  and 
issuance  of  the  Bonds  has  been  obtained,  and 
stating  the  basis  of  such  opinion  or  opinions: 
and 

(c)  The  purchase  price  of  the  Bonds  being 
paid  on  delivery. 

Such  Bonds  may  be  authenticated,  delivered, 
and  paid  for  in  amounts  of  less  than  the  total 
authorized  principal  amount,  from  time  to 
time,  as  the  Corporation  may  direct  upon  its 
written  order  to  the  Trustee. 

When  the  documents  mentioned  above 
shall  have  been  filed  with  the  Trustee  and 
when  said  Bonds  shall  have  been  executed 
wKh  authemicated  (sic]  as  required  by  this 
Indenture,  the  Trustee  shall  be  entitled  to 
rely  upon  such  resolution  as  to  the  names  of 
the  purchasers  and  the  amounts  of  such  pur- 
chase price. 
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Corpontion.'  certified  by  its  SecreUry, 
authorizing  the  issuance  of  the  bonds  and 
directing  the  authentication  and  delivery 
of  such  bonds  to  the  named  purchasers 
upon  payment  of  the  purchase  price;  and 
2.  Bond  counsel's  opinion  to  the  effect 
that  the  indenture  had  been  duly  and 
lawfully  authorized,  executed,  and  deliv- 
ered by  the  Facilities  Corporation,  that  it 
wu  in  full  force  and  effect,  and  that  it 
was  valid  and  binding  upon  the  Facilities 
Corporation  in  accordance  with  its  terms, 
and  that  the  bonds  were  valid,  binding, 
and  direct  obligations  of  the  Facilities 
Corporation,  in  accordance  with  their 
terms  and  the  terms  of  the  indenture, 
and  that  the  bonds  had  been  duly  and 
validly  authorized  and  issued  in  accord* 
ance  with  law  and  the  indenture. 

Section  207.  The  purchase  price  also  had 
to  be  f>aid  upon  delivery.  Finally,  the  bond 
indenture  provided  that  the  bonds  could  "be 
authenticated,  delivered,  and  paid  for  in 
amounts  of  less  than  the  total  authorized 
principal  amount,  from  time  to  time,  as  the 
[Facilities  Corporation]"  directed  upon  writ- 
ten order  to  the  trustee.  The  agreement 
thus  provided  for  multiple  transactions. 

Union  Bank's  liability  as  trustee  under 
the  indenture  was  limited.  Section  902  pro- 
vided, in  pertinent  part,  that: 
[t]he  Trustee  shall  not  have  any  responsi- 
bility in  respect  of  the  validity  or  suffi- 
ciency of  this  Indenture  or  the  due  execu- 
tion or  acicnowledgment  thereof  by  the 
Corporation,  or  in  respect  of  the  validity 
of  any  Bonds  authenticated  and  delivered 
by  the  Trustee  in  accordance  with  the 
provisions  of  this  Indenture,  or  of  the 
coupons  appertaining  thereto.  The  recit- 
als, statements  and  representations  con- 
tained herein  [the  Indenture]  and  in  the 
Bonds  (excluding  the  Trustee's  eertificzte 
on  the  Boiids)  shall  be  taken  And  con* 

3.  The  bondholders  contend,  and  wiU  ask  the 
jury  to  find,  that  the  creation  of  the  Facilities 
Corporation  was  itself  a  fraudulent  device  to 
evade  the  restrictions  of  the  California  Water 
Code  on  the  issuance  of  bonds.  In  parxicular. 
a  nonprofit  corporation  was  formed  to  issue 
the  bonds  at  an  interest  rate  higher  than  the 
maximum  permitted  by  the  Water  Code.  7 
percent,  while  purportedly  maintaining  the 
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stnied  u  made  by  and  on  the  part  of  the 
Corporation  and  not  by  the  Trustee  and 
the  Trustee  does  not  assume  nor  shall  it 
be  under  any  responsibility  for  the  cor- 
rectness of  the  same.    (Emphasis  added.) 

The  trustee  was  liable  under  Section  906. 
however,  for  its  own  negligent  actions,  or 
its  negligent  failure  to  act.  as  well  as  its 
own  wilfull  misconduct. 

Plaintiffs'  primary  allegation  is  that  the 
Union  Bank,  in  its  position  as  trustee,  par- 
ticipated with  other  defendants  in  a  fraudu- 
lent scheme  or  course  of  conduct  to  sell 
worthleu  bonds  and  notes  to  the  investing 
public  In  addition,  plaintiffs  maintain  that 
Union  Bank  served  as  a  statutory  under- 
writer in  the  bond  and  note  issuances.  Fi- 
nally, plaintiffs  contend  that  Union  Bank 
failed  to  comply  with  certain  provisions  of 
the  trust  indenture  and  thereby  issued  a 
certificate  which  was  false.  By  conducting 
its  operations  in  this  way,  defendant  is  al- 
leged to  have  violated  various  state  and 
federal  securities  laws.  Those  statutes 
which  are  relevant  to  this  motion  will  be 
explicitly  set  forth  in  subsequent  pages  of 
this  order. 

C.     UNION  BANK'S  MOTION 

Union'  Bank  moves  for  summary  judg- 
ment on  the  following  grounds: 

(1)  Union'  Bank  made  no  misrepresenta- 
tions in  the  trustee's  certificate  which  ap- 
peared on  the  bonds  and  notes; 

(2)  The  fact  that  the  bonds  were,  "au- 
thenticated, delivered,  and  paid  for"  over  a 
period  of  time,  rather  than  in  a  single 
transaction,  does  not  render  Union  Bank  a 
"statutory  underwriter"  within  the  mean- 
ing of  the  Securities  Act  of  1933.  §  2(11).  15 
U.S.C.  §  TTbdl); 

entitlement  of  any  bonds  issued  by  Facilities 
Corporation  to  tax-exempt  status  on  the  ba- 
sis that  they  were  issued  "on  behalf  or*  the 
District  as  permitted  by  the  Inter- 

nal Revenue  in  appropnate  cases. 

Plaintiffs'  Memorandum  in  Support  of  Cross 

Motion  for  Summary  Judgment  at  38.  Seison  v. 

Qwmby  IslMiui  No.  C-77-0784-SC  (N.D.Cai. 

1979). 
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(3)  Plaintiffs'  miscellaneous  allegations 
regmrding  the  so-called  "scheme"  (a)  at* 
tempt  to  impose  duties  upon  Union  Bank 
that  it  never  assumed,  (b)  do  not  state  a 
claim  for  securities  fraud,  and  (e)  attempt 
to  re>injcet  into  this  litigation  issues  and 
claims  that  the  court  has  previously  climi- 
nated  from  the  case. 

1.     Certi/icate  of  Aathenticstioa 

Plaintiffs'  assertion  that  defendant  Union 
Bank  issued  a  false  certificate  is  based  on 
the  following  allegations: 

(1)  The  Board  of  Directors  of  the  Facili- 
ties Corporation  never  adopted  a  resolution 
authorizing  the  issuance  of  any  bonds  and 
directing  the  authentication  and  delivery  of 
such  bonds  so  that  defendant  trustee  did 
not  have  a  copy  of  any  resolution  when  it 
iasued  the  certificate: 

(2)  Union  Bank  failed  to  obtain  the  pur- 
chase price  for  the  bonds; 

(3)  Union  Bank  never  received  a  "written 
order"  from  the  Facilities  Corporation  be- 
fore entering  into  twenty-five  partial  bond 
closings; 

4.     See  note  I  supn. 

9w     This  secuon  provides: 

It  shall  be  unlawful  for  any  person  in  ihe 
offer  or  sale  of  iny  securities  by  the  use  of 
any  means  or  instruments  of  transportation 
or  communication  in  interstate  commerce  or 
by  the  use  of  the  mails,  directly  or  indirect- 
ly— 

( 1 )  to  employ  any  device,  scheme,  or  artifice 
to  defra«id.  or 

(2)  to  obtain  money  or  property  by  means  of 
any  untrue  sutement  of  a  material  fact  or 
any  omission  to  uate  a  matenai  fact  neces- 
sary in  order  to  make  the  natements  made, 
m  the  light  of  cticumstance  under  which  they 
were  made,  not  misleading,  or 

(3)  to  engage  m  any  transaction,  pracuce.  or 
course  of  business  which  operates  or  would 
operate  as  a  fraud  or  deceit  upon  the  pur- 
chaser. 

«.  This  IS  the  basic  anttfraud  section  of  the  1934 
Act  which  prohibits  the  use  or  employment  of 
any  manipulative  or  deceptive  devices  m  the 
purchase  or  sale  of  a  secunty  registered  on  a 
national  securities  exchange.  69  Am.Jur.2d  5e- 
cunttes  RegulMUoa — Federal  §  189  (1973). 

7.     Rule  IOI>-S  provides; 


(4)  Union  Bank  did  not  deliver  the  bonds 
to  purchasers  named  in  the  Facilities  Corpo- 
ration resolution;  and 

(5)  Union  Bank  lacked  a  legal  opinion  of 
bond  counsel  when  it  authenticated  the 
bonds.* 

In  light  of  the  above,  plaintiffs  maintain 
that  when  defendant  trustee  signed  the  cer- 
tificate saying  that  the  bonds  and  notes 
were  issued  "pursuant  to  and  under  the 
provisions"  of  the  indenture,  it  allegedly 
misrepresented  the  facta  and  thereby 
breached  its  fiduciary  duties  to  the  bond- 
hokler/notehotders  and  violated  Securities 
Act  of  1933,  §  17(a),  15  U.S.C.  §  r7q(a),» 
Securities  Exchange  Act  of  1934.  §  10(b).  15 
U.S.C.  §  78j(b),«  and  Rule  lOb-5.  17  C.F.R. 
§  240.10b^  (1979).'  Plaintiffs'  Memoran- 
dum  in  Support  of  Cross  Motions  for  Sum- 
mary Judgment  at  12. 

Defendant  Union  Bank  vehemently  disa- 
grees with  these  allegations.  It  maintains 
that  the  certificate  was  true  since  the  in- 
struments were  genuine  and  the  certifi- 
cate's only  significance  wu  to  certify  that 
the  instruments  were  "not  spurious,  coun- 
terfeit, or  false."   Ajass  v.  MercMatile  Trust 

It  shall  be  unlawful  for  any  person,  directly 
or  uidirectly.  by  the  use  of  any  means  or 
instrumentality  of  interstate  commerce,  or  of 
the  mails  or  of  any  facility  of  any  national 
securities  exchange. 

(a)  To  employ  any  device,  scheme,  or  artifice 
to  defraud: 

(b)  To  make  any  untrue  statement  of  a  mate- 
nai fact  or  to  omit  to  state  a  matenai  fact 
necessary  in  order  to  make  the  statements 
made,  in  the  light  of  the  circumstances  under 
which  they  were  made,  not  misleading,  or 

(c)  To  engage  in  any  act.  practice,  or  course 
of  business  which  operates  or  would  operate 
as  a  fraud  or  deceit  upon  any  person,  in 
connection  with  the  purchase  or  sale  of  any 
secunty. 

The  denvauon  of  Rule  IOb-5  is  peculiar. 
Although  the  authonty  for  the  Rule  comes 
from  §  10(b)  of  the  Secunties  Exchange  Act 
of  1934.  the  draftsmen  turned  their  backs  on 
the  language  of  that  section  and  borrowed 
the  words  of  §  17  of  the  Secuntiies  Aa  of 
1933.  simply  broadening  these  to  include 
frauds  on  the  seller  as  well  as  on  the  buyer. 

SEC  V.  TexMS  Gulf  Sulphur  Co..  401  F.2d  833. 

867  (2d  Cir    1968)  (Fnendly.  J.,  concumng). 

crrr.  denied.  394  U.S    976.  89  S.Ct.   1454.  22 

LEd.2d  756  (1969).  404  U.S   1005.  92  S  Ct.  561. 

30LEd.2d  558(1971). 
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Co..  174  Cal.  504.  512,  163  P.  886  (1817). 
Union  Bank  antrta  that,  in  any  cvant,  all 
of  the  procodurtt  waro  proparly  foUowad  so 
that  there  is  no  liability. 

[1]  Aware  of  the  strict  standard  which 
muat  be  followed  in  summary  judgment 
cases,  the  court  doea  not  believe  that  the 
record  is  adequate  to  resolve  all  material 
factual  issues  surrounding  the  issuance  of 
the  certificate,  and  thus  it  would  be  inap- 
propriate to  grant  Union  Bank's  summary 
judgment  motion  on  that  point  There  is 
insufficient  evidence  to  determine  whether 
or  not  Union  Bank  followed  the  necessary 
procedures  before  issuing  the  certificate.' 
Moreover,  neither  side  has  convinced  the 
court  of  what  significance  the  securities 
field  attaches  to  a  certificate  such  as  the 
one  present  here.  And  in  any  event,  the 
court  believes  that  Union  Bank's  state  of 
mind,  that  is  scienter,  is  at  leaat  one  issue  to 
be  tried  by  a  jury. 

Z.    Union  Butk  as  a  Sututory  Underwriter 

As  noted  earlier,  plaintiffs  contend  that 
defendant  Union  Bank  conducted  itself  in 
such  a  manner  that  it  became  an  underwrit- 
er as  defined  in  the  Securities  Act  of  1933. 
§  2(11),  15  U.S.C.  I  TTbdl).    Under  that 
section,  the  term  "underwriter" 
means  any  person  who  has  purchased 
from  an  iaauer  with  a  view  to,  or  offers  or 
sells  for  an  issuer  in  connection  with,  the 
distribution  of  any  security,  or  partici- 
pates or  has  a  direct  or  indirect  participa- 
tion in  the  direct  or  indirect  underwriting 
of  any  such  undertaking    .... 
The  term  "underwriter"  is  defined  not 
with  reference  to  the  particular  person's 
general  business  but  on  the  baais  of  hb 

t.  AltlMush  It  appears  that  there  misht  have 
been  cenain  irregularities  in  the  procedures 
followed  pnor  to  the  certificate's  issuance,  the 
conflicting  record  does  not  pennit  the  court  to 
determine  if  these  are  "hypertcchmcal"  or  not. 
For  example,  it  is  not  dear  what  authority  Mr. 
Mortensen  possessed  as  general  manager  of 
both  the  Facilities  Corporation  and  the  Quimby 
Island  Reciamauon  OistrKt.  and  thus  the  court 
cannot  make  a  finding  as  to  whether  or  not 
Union  Bank  received  proper  "written  orders" 
before  entenng  into  the  partial  ckisings.    This 


relationship  to  a  particular  offering.  No 
distinction  is  made  between  profeeaional 
investment  bankers  and  rank  amateurs. 
Any  person  who  performs  one  of  the 
specified  functions  in  relation  to  the  of- 
fering is  a  statutory  underwriter  even 
though  he  is  not  a  broker  or  a  dealer. 

1.  L  Loss.  Securities  RegulMtioh  547  (2d  ed. 
1961). 

Plaintiffs  cite  deposition  testimony  of 
Union  Bank's  Executive  Vice  President, 
Janet  Crawford.  (Evidentiary  Appendix. 
Exhibit  F.  at  391)  to  the  effect  that  Union 
Bank  distributed  bonds  without  the  re- 
quired authority  from  the  issuer,  the  Facili- 
ties Corporation.  Moreover,  it  allegedly  al- 
lowed bonds  to  be  sold  at  discounts  without 
obtaining  prior  permission.  Plaintiffs  con- 
elude  that  Union  Bank's  "conduct  was  in 
this  respect  no  different  from  that  of  a 
broker-dealer  acting  as  an  underwriter  who 
alao  customarily  sets  the  price  at  which  it 
will  market  securities  which  it  has  pur- 
chased from  an  issuer."  As  an  underwriter. 
Union  Bank  allegedly  failed  to  make  at 
least  some  investigation  of  the  facts  under- 
lying the  securities  issuance  and  is  there- 
fore liable  to  the  purchasers  who  suffered 
harm.  See  Senders  v.  John  Suveen  A  Co., 
524  F.2d  1064.  1071  (7th  Cir.  1975),  vaeeted 
on  other  grounds,  425  U.S.  929,  96  S.Ct. 
1659,  48  L.Ed.2d  172  (1976):  554  F.2d  790 
(7th  Cir.  1977). 

Defendant  Union  Bank  counters  with  af- 
fidavits saying  that  it  never  sold  bonds  or 
notes  to  anyone,  but  in  fact  merely  trans- 
ferred them  to  those  engaged  in  the  under- 
writing and  public  distribution  in  return  for 
(>ayments  credited  to  the  account  of  the 
issuer.* 

matter,  as  well  as  the  other  four,  needs  to  be 
devek>ped  more  fully  at  tnai. 

S.  Union  Bank  asserts  that  it  did  not  become  a 
statutory  underwriter  simply  because  it  issued 
instruments  at  several  partial  closings.  Wheth- 
er the  bonds/ notes  were  issued  at  one  transac- 
tion or  many  is  not  the  essential  point,  since 
the  indenture  appears  to  permit  multiple  trans- 
actions. The  primary  issue  is  thus  whether 
Union  Bank  conducted  itself  within  the  defini- 
tion of  $  2(  1 1 ).  and  thai  is  a  faaual  determina- 
tion that  the  court  cannot  make  based  on  a 
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[2]  Wh«th«r  one  performs  one  of  the 
specified  functions  of  sn  underwriter  is  a 
question  of  fact  to  be  determined  at  trial. 
The  court,  in  accord  with  the  strictures  of 
Rule  56,  chooses  not  to  make  any  factual 
determinations  based  upon  the  limited  rec- 
ord presented  by  the  parties.  For  that  rea- 
son. Union  Bank's  motion  for  summary 
judgment  regarding  the  sUtutory  under- 
writer issue  is  denied. 

3.     Union  BMnk's  Participation  in  a  Scheme 

On  February  7,  1974,  Facilities  Corpora- 
tion passed  a  resolution  appointing  Union 
Bank  as  trustee  on  behalf  of  the  bondhold- 
ers. The  District  later  approved  of  this 
appointment  As  noted,  plaintiffs  intend  to 
present  evidence  at  trial  that  Union  Bank 
was  a  knowing  participant  in  a  fraudulent 
scheme  to  sell  worthless  bonds  and  notes,  or 
at  least,  it  was  an  aider  and  abettor  of  such 
a  plan. 

The  alleged  scheme  is  outlined  in  plain- 
tiffs' consolidated  amended  complaint.  In 
sum,  plaintiffs  allege  that  Union  Bank:  (1) 
participated  in  the  March  15.  1974  partial 
closing  which  violated  federal  and  sUte  se- 
curities laws;  (2)  knew  of  the  illegal  self- 
dealing  in  the  purchase  and  sale  of  Quimby 
Island:  (3)  knew  that  bond  counsel's  opin- 
ion conuined  materially  false  represente- 
tions;  (4)  knew  that  the  Internal  Revenue 
Service  ruling  that  the  bonds  were  Ux  ex- 
empt was  obuined  by  deceit;'*  and  (5) 
knew  that  false  sUtements  were  printed  on 
the  face  of  the  bonds. 

Defendant  counters  by  saying  that  plain- 
tiff is  attempting  te  impose  duties  upon 
defendant  that  the  latter  never  assumed  or 
that  the  indenture  did  not  conUin.  Union 
Bank  also  asserts  that  plaintiffs  are  trying 
to  reinject  claims  into  the  present  lawsuit 
which  have  been  dismissed  to  the  state 
court. 

brief  excerpt  from  a  lengthy  deposition  end 
conflicttnt  sffidavits  and  exhibits.  For  exam- 
ple, before  the  court  can  determine  that  Union 
Bank  did  or  did  not  deliver  bonds  without  au- 
thority flrom  the  Faaiities  Corporation,  the  au- 
thority poesesacd  by  Mr.  Atortensen  must  be 
ascertained.  See  note  8  supn.  The  mere  fact 
that  an  indenture  trustee  parformed  its  duties 
as  enumerated  in  the  indenture  agreement  docs 
not  convert  it  into  an  underwriter. 


In  iu  order  of  February  3,  1978.  this 
court  steted: 

[B]efore  someone  can  be  caught  within 
the  net  of  aiding  and  abetting  liability 
under  Rule  lOb-S,  another  party  must 
have  violated  the  securities  laws,  the  al- 
leged aider-abetter  must  be 'generally 
aware  of  his  role  in  improper  activity, 
and  he  must  knowingly  render  substen- 
tial  assistence. 

Woodwni  v.  Metro  Banir  of  D»Uas,  522 
F.2d  84,  97  (5th  Cir.  1975). 

The  Ninth  Circuit  has  elaborated  on  the 
aiding/abetting  issue  and  found  that: 
[a]n  aider  and  abettor  may  be  liable  for 
damages  even  though  his  assistence  of 
the  scheme  consists  of  mere  silence  or 
inaction  .  .  .  That  liability  arises, 
however,  only  when  a  duly  to  disclose  has 
arisen  .     .     The  duty  to  disclose 

may  arise  upon  the  possession  of  "  'inside 
information' "  ...  or  upon 
"  'knowing  assistence  of  or  participation 
in  a  fraudulent  scheme'"  ...  or 
upon  a  consent  and  approval  of  fraudu- 
lent practices  by  a  director. 

Strong  V.  France,  474  P.2d  747,  752  (9th  Cir. 
1973)  (citetions  omitted). 

[3]  As  noted  eariier,"  Union  Bank's  lia- 
bility as  indenture  trustee  was  limited. 
Whether  Union  Bank  became  a  participant 
in  the  allegedly  fraudulent  scheme  or  assist- 
ed in  its  completion,  and  thereby  assumed  a 
greater  duty  and  correspondingly  greater 
liability,  are  questions  not  suiteble  for  sum- 
mary judgment.  It  is  not  clear  if,  or  to 
what  extent.  Union  Bank  participated  in 
the  alleged  illegalities  surrounding  the 
bond/note  transactions,  nor  is  it  dear  to 
what  extent  Union  Bank  knew  about  the 

It.  Th«  court  paid  little  attention  to  this  claim 
since  plaintiffs  have  failed  to  allege  by  what 
means  defendant  Union  Bank  obtained  this 
knowledge. 

1 1.    See  section  (IXB)  supn. 
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ammmir. 
alltgtd  improprittiM.  ThMt  irt  ftctiMl 
(toUnntiuitioiu,  iiid  the  length  of  the  per- 
ties'  moviny  paper*  end  their  frequent  cita- 
tion to  deposition  testimony  and  indenture 
provisiona  betray  their  assertions  that  thore 
are  undisputed  facts  upon  which  the  court 
can  make  a  legal  conclusion.  In  accord 
with  Rule  56,  the  court  concludes  that  Un- 
ion Bank's  motion  for  summary  judgment 
regarding  its  alleged  participation  in  a 
fraudulent  bond/note  scheme  is  denied." 

Since  Union  Bank's  motion  for  summary 
judgment  is  denied,  the  court  chooees  not  to 
dismiss  the  state  claims  for  lack  of  jurisdic- 
tion. See  Unit§d  MiMworken  of  America 
V.  Gibba,  388  U.S.  715. 726-27.  86  S.Ct.  1130. 
113»>1140.  16  L.Ed.2d  218  (1966). 

11.  PLAISTIFF  BOSDHOLDERS'  MO- 
TION FOR  SUMMARY  JUDGMENT 
AGAINST  DEFENDANT  UNION 
BANK. 

Plaintiffs'  motion  is  practically  the  mirror 
image  of  Union  Bank's  motion.  For  the 
reasons  enumerated  in  Section  I,  the  court 
denies  plaintiffs'  motion  for  summary  judg- 
ment. 

III.  PLAINTIFF  NOTEHOLDERS'  MO- 
TION FOR  SUMMARY  JUDGMENT 
AGAINST  DEFENDANT  UNION 
BANK. 

On  July  14.  1974.  Union  Bank  executed 
the  SupplemenUl  Indenture  of  Mortgage 
and  Deed  of  Trust,  and  thereby  became  the 

12.  One  point  dcterving  brief  mention  is  that  the 
court  doet  not  agree  with  Union  Bank's  asser- 
tion that  plaintiffs  arc  attempting  to  reinject 
sute  law  claims  into  the  present  lawsuit.  In 
their  consolidated  amended  complaint,  plain- 
tiffs allege  that  Union  Bank,  by  participating  in 
the  fraudulent  scheme  and  issuing  a  false  cer- 
uficate  of  authentication,  violated  §  17(a). 
§  10(b).  and  Rule  lOb-5.  That  is.  it  is  claimed. 
among  other  things,  to  have  employed  a 
scheme  to  defraud  and  to  have  made  untrue 
statements  of  a  material  nature.  The  faa  that 
Umon  Bank  is  also  charged  with  violating  Cali- 
fornia law  b>  (.ommitting  the  above  acts  is 
inconsequential  since  one  aa  may  violate  both 
federal  and  state  law.  Defendant  Union  Banks 
reference  to  Sanu  fe  /n<lus..  Inc.  v.  Green.  430 
U.S.  462.  97  set.  1292.  51  UEd.2d  480  (1977) 
lacks  ment  since  in  that  case  there  was  a 
failure  to  allege  a  material  misrepresentation  or 


(I 

indenture  trustee  for  the  Quiaby  Island 
Reclamation  District  Facilities  Corporation 
Bond  and  Revenue  Antadpatioii  Notes 
(heretnafte.*  notes)  issuaaee.  The  notes 
were  issued,  authenticated,  and  delivered  in 
two  series,  the  first  on  July  16.  1974,  and 
the  second  on  July  2S.  1974. 

Plaintiff  noteholders  maintain  that  the 
notes  were  issued  under  emergency  condi- 
tions: there  remained  leu  than  140.000  in 
the  construction  fund  **  for  the  completion 
of  the  Quimby  Island  project,  and  the  un- 
derwriters could  no  longer  sell  their  bonds 
because  of  the  rising  interest  rate.  Ftain- 
tiff  Nouhold9n'  Metnonndum  in  Support 
ot  th€  Motion  for  Summary  Judgment  at 
11-12.  26>27.  In  order  to  provide  addition- 
al funds  for  the  purpoees  for  which  the 
bonds  were  issued,  the  corporation  decided 
to  issue  short  term,  negotiable  notee.  A 
principal  amount  of  1950.000  in  two  aeries 
WIS  issued  ($475,000  each),  and  Union  Bank 
is  alleged  to  have  manually  signed  190  in- 
struments containing  the  trustee's  oertifi- 
cate  of  authentication. 

The  noteholders'  claim  for  summary 
judgment  is  strikingly  similar  to  that  of  the 
bondholders.  In  sum.  they  allege  that:  (1) 
Union  Bank  issued  a  false  certificate  of 
authentication  and  thereby  violated  Securi- 
ties Act  §  17(a).  Securities  Exchange  Act 
§  10(b).  and  Rule  lOb-5:  (2)  Union  Bank 
participated  or  aided  and  abetted  a  fraudu- 
lent scheme:  and  (3)  Union  Bank  was  a 
statutory  underwriter. 

nuienal  failure  to  disclose,  condicions  required 
by  Rule  lOb-5.  Id  at  474.  97  S.Ct  at  1301. 
There  was  likewise  no  finding  that  a  vk>Utioa 
of  §  10(b)  or  Rule  lOb-5  occurred.    Id. 

IS.  According  to  the  developer's  plan,  the  dis- 
tria  was  to  acquire  C^uimiby  Island  and  im- 
prove  it  for  recreational  use  by  the  general 
public.  A  puMic  sewage  coUectkm.  treacment. 
and  disposal  system  was  to  be  buiH:  a  public 
water  production,  treatment,  and  distribuuon 
system  was  to  be  added;  a  faolity  for  the  local 
generation  of  electnaty  was  to  be  built:  and 
public  transportation  easements  for  pedestrian 
and  non-automocive  traffic  were  to  be  con- 
structed. See  Declaration  of  Robert  E.  Fairfax 
in  Support  of  Union  Bank's  Motion  for  Summa- 
ry Judgment.  Exhibit  D. 
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Tbt  difftrtaet  in  tlw  two  moving  popori 
liot  in  Um  groaads  upon  which  Um  portiot 
biM  thiir  first  nlkgntion.  Tbt  notoholdon 
eontoad  thnt  Union  Bank  iimiod  «  fnlM 
etrtifientt  of  authentication  bocauaa:  (1)  it 
did  Bot  havo  tht  authority  to  authoaticau 
tht  ttotto  tiaoo  it  did  not  have  in  iu  poesei- 
sion  a  resolution  from  the  issuing  corpora- 
tion authorising  ths  issuancs:  sad  (2)  s 
legal  opinion  wss  not  filed  or  delivered  to 
Union  Bank.  The  trustee  thereby  allegedly 
violated  §  207(b)  of  the  bond  indenture 
which  had  been  incorporated  by  §|  103  end 
106  of  the  supplemental  indenture.** 

[4]  As  with  the  two  previous  motions, 
the  court  believes  that  some  material  issues 
of  fact  have  yet  to  be  resolved,  so  that  it 
would  not  be  prt^)er  to  grant  plaintiff  note> 
holders'  motion  for  summary  judgment  pur* 
suaat  to  Rule  56.  In  regards  to  the  certifi- 
cate of  authentication  issue,  neither  side 
has  convinced  the  court  u  to  what  signifi- 
cance is  placed  on  a  certificate  such  u  the 
one  present  here.'*  Union  Bank's  scienter 
is  also  an  issue  to  be  resolved  by  the  jury.** 


14b  Tbe  coufi  atrMS  with  the  noiehoMtra  tlwc 
I  207  of  the  bond  indencurt  was  incorporated 
by  H  103  ^Md  105  of  the  tupptemental  inden- 
ture. Sectioa  103  provided  that  the  aocea  ware 
to  be  "authenticated  by  the  Trustee  in  substan- 
tially the  same  manner  as  required  for  the 
bonds  pursuant  to  Section  204  of  the  Inden- 
ture." 

Section  204  provided* 

Only  such  of  the  Bonds  as  shall  have  en- 
dorsed thereon  a  ceruflcate  of  authentication 
substantially  in  the  form  set  forth  in  Exhibit 
C  (sic)  hereto,  duly  executed  by  the  Trustee. 
shall  be  entitled  to  any  nghu.  benefits,  or 
socuricy  under  this  Indenture.  No  bonds,  and 
no  coupon  appeftainuif  to  any  Bond,  shall  be 
valid  or  obligatory  for  any  purpose  unless 
and  until  such  ccnlflcau  of  authentication 
shall  have  been  duly  executed  by  the  Trustee, 
and  such  oettiflcaM  of  the  Truatee  upon  any 
such  Bond  shall  be  conclusive  and  the  only 
evidence  that  such  Bond  has  been  duly  au- 
themicatod  and  delivered  under  this  Inden- 
ture. 

ImpUcii  in  |  204  uras  compttanee  with  §  207, 
which  provided: 
(B)effore  said  Bonds  shall  be  authenticated 
and  delivered  by  the  Truatee  there  shall  be 
fUcd  with  or  delivered  to  the  Trustee  the 
following  (see  nou  2  gupn  ].    .     . 
Authcncication  by  the  Trustee  was  not  an  is»' 
laiod  act.  but  rather  dependent  upon  the  satis- 
faction of  vanotts  conditions. 


And  for  the  reasons  specified  in  Sections 
(IXCX2)  and  (IXCX3)  of  this  order,  the 
court  concludes  that  plaintiff  noteholders' 
allegatitms  ooneeming  Union  Bank's  partie- 
ipation  in  the  frauduleBt  scheme  end  its 
role  u  a  statutory  underwriter  ere  not  ripa 
for  summary  judgment.  Aoeordingiy, 
plaintiff  noteholders'  motion  for  summary 
judgment  is  denied. 

IV.  DEFENDANT  GIBRALCO,  INC. 
AND  '  GUNTHER'S  MOTION  TO 
DISMISS/FOR  SUMMARY  JUDG- 
MENT AGAINST  PLAINTIFFS. 

On  May  2S,  1979,  the  court  heard  the 
motions  of  Gibralco,  Inc.  (hereinafter  Gi- 
brslco)  and  Charles  L.  Gunther  to 
dismiss/for  summary  judgment  and  to  va- 
cate the  class  certification  order.  In  an 
order  dated  June  7,  1979.  the  court  denied 
the  latter  motion  and  denied  the  former 
motion  only  with  respect  to  the  antifraud 
claims.  With  respect  to  the  claim  under 
SecuriUes  Act  of  1933  §  12(2).  15  U.S.C. 

ISw    See  Section  (IXCXD  »upn. 

1%.  It  IS  not  clear  whether  there  were  irretulari- 
ties  in  the  procedures  followed  pnor  to  the 
issuance  of  the  note's  ceitificate  of  authentica- 
uon.  As  noted,  plaintiffs  maintain  that  no  res- 
olution of  the  issuer  (Facilities  Corporation), 
certified  by  its  Secretary  and  directing  the  is- 
suance and  authentication  of  the  notes,  was 
ever  executed  and  thus  does  not  exist  in  Umon 
Banic's  files.  Defendant  Union  Bank  counters 
by  directing  the  court's  attention  to  Mr. 
Schreiber's  Supplemental  Oeclaration.  Exhibit 
13.  which  IS  an  unsigntd  copy  of  the  required 
resolutions,  and  Exhibit  12.  which  is  a  copy  of 
the  minutes  of  a  meeting  held  July  9.  1974 
dunng  which  time  those  directors  present  vot- 
ed in  favor  of  the  resolution  and  supplemental 
indenture  (a  copy  of  which  appears  in  Exhibit 
13). 

Plainuffs  also  claim  that  the  note  opinion 
given  by  Urban  Schreiner  was  not  the  same  as 
the  one  that  appeared  on  each  of  the  notes. 
The  court  has  examined  both  and  concludes 
that  the  contents  are  the  same,  although  the 
one  on  the  notes  was  signed  by  Rogers  A 
Schreiner.  while  the  other  was  not   signed. 

Finally,  it  does  not  appear  that  the  opinion 
appearing  on  the  notes  fulfilled  the  require- 
ments of  §  207  of  the  bond  indenture,  which 
the  court  has  concluded  was  incorporated  by 
the  supplemental  indenture. 
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§  TTKi^  tlw  covit  dtfcmd  judgiiMnt  and 
rtqiMtttd  tlwt  tlw  pMtiM  tubihit  additioiwl 
bri«ft  eoDetrniac:  (1)  wbtthtr  any  privity 
exitttd  bttwMii  dtftndMtt  and  naintd 
plaintifft;  and  (2)  wbathar  the  bond  and 
note  etrtifkatM,  opinions  of  counaol.  and 
Uit  cortifkato  of  authantieatioa  eonatitutod 
a  proopoctus.  Tho  matter  is  now  before  the 
court  for  consideration  of  the  supplenMntal 
papers. 

Gibraloo  is  a  municipal  bond  house  which 
purchased  IS65.000  in  bonds  and  1200.000  in 
notes  from  underwriters  and  resold  them  to 
the  investing  public  Gunther,  president 
and  majority  stockholder  of  Gibraleo.  pur- 
chased the  bonds  and  notes  on  Gibralco's 
behalf. 

A.    CERTIFICATE  AS   A    PROSPEC- 
TUS 

In  B/ue  Chip  Stamps  v.  Msaor  Drug 
SCoras.  421  U.S.  723.  756.  95  S.Ct  1917. 
1935.  44  L.Ed.2d  539  (1975).  nh.  denied,  423 
U.S.  884. 96  S.Ct.  157. 46  LEd.2d  114  (1975). 
Justice  Powell  wrote.  "The  starting  point  in 
every  cale  involving  construction  of  a  stat- 
ute is  the  language  itself."  Federal  law 
defines  a  "proepectus**  u  **any  prospectus, 
notice,  circular,  advertiiemcnt,  letter,  or 
communication,  written  or  by  radio  or  tele- 
vision, which  [1]  offers  any  security  for  sale 
or  [2]  confirms  the  sale  of  any  security."  15 
U.S.C.  §  77b(10). 

The  term  "offer  for  sale"  includes  "every 
attempt  or  offer  to  dispose  of,  or  solicita- 
tion of  any  offer  to  buy  a  security  or  inter- 
est in  a  security,  for  value."  15  U.S.C. 
§77b(8). 

[5]  Civil  liability  may  attach  to  the  is- 
suance of  a  false  or  misleading  prospectus. 
Securities  Act  of  1933  §  12(2).  15  U.S.C. 

17.  Ptainuffs  aucrt  a  cause  of  action  under 
f  12(2)  in  paragraphs  32-40  of  the  consolidated 
amended  complaint.  Ptaintttfs'  Memonnduat 
in  Oppo$itioa  to  the  Motion  of  MiuuciCorp  »nd 
Chartea  L  Cunther  to  Dismiss  »nd  for  Summa- 
ry Judgment  at  28.  In  paragraph  S2.  plamuffs 
allege  that  defendants  Schreiner  and  Nichols. 
Rogers  A  Schreiner  (in  the  case  of  the  bonds). 
and  Schreiner  and  Rogers  &  Schreiner  (in  the 
case  of  the  notes),  as  well  as  Union  Bank  as 
trustee  in  both  issuances,  made  statements  on 
every  bond  and  note  certificate  which  were 


§  Tn(2)  provides,  in  pertinent  part,  that  say 

person  who: 
offers  or  lelb  a  security  by  the  use  of  any 
means  ...  in  interstate  commerce 
or  of  the  mails,  by  means  of  a  proepectus 
or  oral  communication,  which  includes  an 
untrue  statement  of  a  material  fact  or 
omits  to  state  a  material  fact  necessary  in 
order  to  make  the  statements,  in  the  light 
of  the  circumstances  under  which  they 
were  made,  not  misleading  .  .  . 
shall  be.  liable  to  the  person  purehssing 
such  security  from  him    .     ... 

Plaintiffs  maintain  that  the  bond  and 
note  certificates,  bond/note  counsel's  opin- 
ion, and  Union  Bank's  certificate  of  authen- 
tication, uken  either  singly  or  collectively 
as  one  document,  should  be  held  to  consti- 
tute s  prospectus  within  the  deflnition  of 
that  Urm  as  found  in  15  U.S.C.  §  77b(10)}^ 
Plaintiffs  primarily  rely  on  fiaron  v.  Com- 
mereiai  A  Indus.  Bank  of  Memphis,  [1979] 
Fed.Sec.L.Rep.  (CCH)  196.826,  at  95.307- 
308  (S.D.N. Y.  1979)  which  found  that  a  bond 
opinion  printed  on  each  bond  certificate 
that  was  mailed  to  purchasers  after  the  sale 
was  completed,  "constitute(d]  a  'proepectus' 
within  the  meaning  of  §  12(2)." 

[6]  The  court  cannot  agree  with  the 
court's  opinion  in  Baron,  which  cited  no 
authority  for  its  conclusion,  and  finds  that 
the  bond  and  note  certificates,  which  con- 
tained the  opinion  of  counsel  and  the  trus- 
tee's certificate  of  authentication,  do  not 
constitute  a  prospectus  under  the  1933  Act. 
The  court  reaches  the  conclusion  for  two 
reasons. 

1.    Offer  for  Sale 

Pint,  the  court  has  carefully  examined 
the  bond  and  note  certificates  in  question 

matenally  false  or  misleading  or  omitted  to 
state  material  facts  necessary  to  make  the 
sutements  not  misleading.  In  paragraphs  S3- 
SS.  ptatmiffs  elaborate  as  to  the  falsity  and 
omissions  of  these  statements.  In  paragraph 
60.  plaintiffs  allege  that  all  of  the  defendants 
knew,  or  should  have  known  and  ignored  in 
reckless  disregard  of  the  truth  the  faas  set 
forth  in  paragraphs  S2-S8.  There  is  no  allega- 
tion in  the  consolidated  amended  complaint  of 
oral  communications  within  the  definition  of 
«  12(2). 
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and  cannot  And  anything  in  the  docunMnU 
which  "offtn  any  security  for  sale"  within 
th«  meaning  of  15  U.S.C.  §§  77b(3}  «  (10). 
The  bond/note  oertificatet  themselvet  do 
not  attempt  to  dispoee  of  secuhtiea  or  solicit 
any  offers  to  buy  them.  Instead,  they  em- 
body an  agreement  between  the  Facilities 
Corporation  and  the  purchaser,  and  set 
forth  terms  including  the  payment  of  inter- 
est,  redeemability  and  maturity,  transfer- 
rability,  authenticity,  and  ownership. 

Likewise,  the  certificate  of  authentication 
and  the  accompanying  opinion  letter  do  not 
fall  within  the  definition  of  a  proepeetus. 
The  opinion  letter  essentially  \>utlines  the 
documents  examined,  the  research  conduct- 
ed, and  the  conclusions  reached  concerning 
the  issuance  of  the  bonds  and  notes.  The 
certificate  of  authentication  merely  pro- 
claims that  the  bonds/notes  have  been  is- 
sued in  accordance  with  the  indenture. 
Neither  the  certificate  of  authentication 
nor  the  opinion  letter  attempt  to  dispose  of 
securities  or  solicit  any  offers. 

Furthermore,  the  mere  fact  that  the 
three  items  appear  on  one  document  is  in- 
consequential. Since  each  item  taken  indi- 
vidually is  not  a  proepeetus,  and  there  is 
nothing  remarkable  about  the  organization 
of  the  instrument,  it  necessarily  follows 
that  lumping  them  together  does  not 
change  their  nature.  Thus,  the  first  prong 
of  15  use.  §  77b(10)-c{ttr  a  security  for 
sale— is  not  satisfied. 

2.    Confirm  the  S^le 

Second,  the  court  does  not  find  that  the 
three  items  examined  previously  "confirm 
the  sale  of  any  security"  within  the  mean- 
ing of  15  U.S.C.  §  TTbdO).  To  undersUnd 
the  court's  decision,  one  must  conduct  a 
tnrief  review  of  the  statute's  legislative  his- 
tory. 

The  Securities  Exchange  Act  of  1994 
§  ll(dX2).  15  U.S.C.  §  78k(dX2)  provides,  in 
pertinent  part,  that  it  is  unlawful  for  a 
member  of  a  natwnai  securities  exchange, 
who  is  both  a  dealer  and  a  broker,  or  for 

It.    See  Rule  lScl-4  (17  C.F.R.  §  240.1Scl-4). 


any  person  who  both  as  a  broker  and  a 
dealer  transacts  a  busineu  in  securities 
through  the  medium  of  a  member,  to  use  a 
national  securities  exchange  or  interstate 
commerce  to  effect  any  transactk>a  unless, 
if  the  transaction  is  with  a  customer,  he 
discloses  to  such  customer  in  writing,  at  or 
before  the  completion  of  the  transaction, 
whether  he  is  acting  u  a  dealer  for  his  own 
account,  as  a  broker  for  such  customer,  or 
ss  a  broker  for  some  other  person.  The 
instrument  for  disclosure  is  called  a  "confir- 
mation."" 

The  confirmation  is  a  product  of  several 
federal  provisions.  Under  Securities  Ex- 
change Act  of  1934  §  15,  15  U.S.C.  §  78o 
(eXV,  the  Securities  Exchange  Commission 
(hereinafter  the  SEC)  i&  granted  the  power 
to  deHne.  by  rules  and  regulations,  devices 
or  contrivances  which  are  manipulative,  de- 
ceptive or  otherwise  fraudulent.  The  SEC. 
pursuant  to  that  power,  has  enacted  several 
rules,  including  Rule  15cl-4,  17  C.F.R. 
§  240.15el-4  (1975)}*  which  requires  the 
giving  or  sending  of  "a  written  confirma- 
tion,'* at  or  before  the  completion  of  each 
over-the-counter  transaction  with  a  custom- 
er, disclosing  whether  the  broker-dealer  is 
acting  as  a  dealer  for  his  own  account  or  as 
a  broker  for  either  or  both  sides.  3  L  Loss. 
Secuneies  Regulation  1477  (2d  ed.  1961). 

The  concept  of  a  written  confirmation 
made  its  first  appearance  in  the  Securities 
Exchange  Act  of  1934.  Consequently,  the 
Securities  Act  of  1933  did  not  contain  the 
phrase  "or  confirms  the  sale  of  any  securi- 
ty." These  words  were  not  added  to  the 
Securities  Act  until  1954  when  Congress 
amended  the  statute  to  read  ss  it  does 
today.  The  reason  for  the  additional  phrase 
was  "to  avoid  any  implication  of  departure 
from  settled  interpretations  that  confirma- 
tions are  prospectuses."  [1954]  U.S.Code 
Cong.  A  Admitt.New$,  pp.  2973.  2994.  It  is 
therefore  apparent  that  when  Congress 
amended  the  Act,  it  merely  intended  to 
clarify  that  a  broker/dealer's  written  con- 
firmation constituted  a  prospectus. 

It.    See  note  18  supra.    The  heading  of  §  240.- 
lScl-4  it  "ConArmatioii  of  Traiuacuons." 
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ammmtw. 

After  cxaminiBf  Um  bond/note  Mrtifi- 
cttefl  with  thtir  aeeompAnyioff  opinioa  Ict- 
terw  and  etitilieatet  of  MithtntkfttioB.  it  is 
dMr  to  tht  eoart  tlwt  mm  of  tlw  itomt 
Mnrtd  M  oottfirawtioM  u  dofiaod  obovo  m 
that  thoy  did  not  "ooftfimi  th«  aalo  of  any 
toeunty**  within  tho  moMioc  of  15  US.C. 
$  T7b(10X  Thua,  the  aaeond  prong  b  not 
sntisfiad.  and  the  thrao  itoma,  wbothor 
viowod  individually  or  eolloetivoly,  do  not 
amount  te  a  proapactua.* 


B.    PRIVITY 

Sinoa  the  eourt  has  concluded  that  the 
bond/note  certiricates  and  their  accompany- 
ing documents  did  not  conatitute  a  proapcc- 
tus,  and  there  haa  been  no  allegation  of  oral 
communication  aa  enviaioned  in  §  12(2),  15 
U.S.C.  $  771(2),  the  court  need  not  examiM 
the  privity  arguments.  Accordingly.  Gi- 
bralco's  and  Gunther's  motion  to 
dismiss/for  summary  judgment  is  granted. 

V.  THIRD-PARTY  DEFENDANT  WIL- 
KINS'  MOTION  TO  DISMISS 
AGAINST  THIRD-PARTY  PLAIN- 
TIFF UNION  BANK. 

As  noted  earlier.  Union  Bank  was  the 
bond/Mte  indenture  truatee.  On  May  14. 
1979,  it  filed  an  amended  third-party  com- 
plaint against  a  number  of  individuals,  in- 
cluding Theodore  E.  Wilkins.  Third-party 
defendant  Wilkins  is  Executive  Vice-Presi- 
dent and  Treasurer  of  Oxford  Life  Insur- 
ance Co.,  the  entity  which  acquired,  and 
then  subsequently  retired,  the  twnd  antici- 
pation note  issued  by  the  Facilities  Corpora- 
tion. The  complaint  alleges,  among  other 
things,  that  Mr.  Wilkins  and  others  violated 
certain  securities  laws,  and  seeks  indemnity, 
partial  indemnity,  and  contribution  from 
Mr.  Wilkins.    Mr.  Wilkins  responded  to  this 

20.  In  general,  a  prospectus  relating  to  s  securi- 
ty issued  by  other  than  s  foreign  govenuncnt 
shall  include  the  same  information  required  to 
be  included  in  a  regisiration  statement  except 
for  certain  documents  referred  to  in  the  sched- 
ules. A  prospectus  is  sebject  to  the  SECs 
power  to  adopt  rules  adding,  subtracting,  and 
classifying  information.  15  U.S.C  §  T7j(aXl); 
69  AmJur.2d  Securities  Regulation— Federal 
f  189  (1973);  I  L  Loss.  Seeunttes  ffegu/aoon 
317  (2dcd.  1961). 


complaint  by  filing  the  motion  te 
which  is  Mw  before  the  court. 

A.    MINIMUM  CONTACTS 


(7]  Distilled  to  iU  essentiab,  defendant 
Wilkina*  poeition  is  that  since  the  "mini- 
mum contacts"  doctrine  of  /ntcmationa/ 
Shoe  applies  to  a  federal  securities  fraud 
action  in  this  circuit  and  since  he  wis  never 
in  this  sute  on  business  regarding  the  mat- 
ters which  are  the  subject  of  this  litigation, 
then  the  third-party  complaint  should  bs 
dismissed  because  there  is  no  in  penooan 
juriadiction,  irrespective  of  §  27  of  the  Se- 
curities Exehanfe  Act"  The  court  does 
not  agree. 

The    Supreme    Court,    in    /ntemationai 
Shoe  Co.  V  WMshingtoiu  326  U.S.  310,  316. 
66  SCl  154,  158,  90  LEd.  95  (1945)  heM 
that: 
due  process  requires  only  that  in  order  to 
subject  a  defendant  to  judgment  in  per- 
sonam, if  he  be  not  present  within  the 
territory  of  the  forum,  he  have  certain 
minimum  contacts  with  it  such  that  the 
maintenance  of  the  suit  does  not  offend 
"traditional  notions  of  fair  play  ^nd  sul^ 
stential  justice." 

More  recently,  the  Court  in  ShMtfer  v. 
Heitner,  433  U.S.  186.  97  S.Ct  2569,  53 
LEd^d  683  (1977)  extensively  discussed  the 
restraints  which  due  process  imposes  on  jur- 
isdictional power  and  concluded  "that  all 
assertions  of  stete-court  jurisdiction  must 
be  evaluated  according  to  the  sUndards  set 
forth  in  InternationMl  Shoe  and  iU  proge- 
ny."   Id.  St  212,  97  S.Ct  at  2584. 

Both  /fltematiooai  Shoe  and  Sba//er 
spoke  directly  of  sUte  court  jurisdiction. 
One  of  the  most  complete  and  thorough 
examinations  of  the  restrictions  that  due 

The  information  demanded  in  a  registration 
statement  {3ee  Schedule  A.  15  U.S.C.  §  77aa). 
and  therefore  a  prospectus,  is  more  compre- 
hensive than  that  which  appeared  in  the 
bond/ note  cenifkates  and  their  accompanying 
papers.  This  fact  reinforces  the  court  in  its 
decision  that  the  latter  items  were  not  to  serve 
as  a  prospectus. 

21.    See  note  22  infn. 
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proosM  might  impoic  on  federal  jurisdiction 
ovor  penons  it  found  in  FitanmrmMS  v. 
Bmrton,  580  F^  390  (7th  Ctr.  1979). 

In  Fttzsimmom,  a  securities  fraud  case. 
the  district  court  relied  on  that  part  of 
F.R.Civ.P.  4(e)  requiring  that  if  no  sutute 
of  the  United  States  provides  for  the  man- 
ner of  service,  then  service  is  governed  by 
the  law  of  the  state  in  which  the  district 
court  sits,  and  therefore  dismissed  a  party 
since  the  court  concluded  that  the  Illinois 
long-arm  statute  did  not  have  sufficient 
reach.  The  Seventh  Circuit  reversed  saying 
that  reference  to  Illinois  law  was  insppro- 
priate  in  this  case.  Instead,  the  court  based 
juriadiction  on  the  congressional  authoriza- 
tion of  nationwide  service  of  process — Secu- 
rities Exchange  Act  of  1934  §  27.  15  U.S.C. 
§  78mm  ^— and  found  that  this  section  satis- 
fied Rule  4(e).  Therefore,  the  only  question 
before  the  court  wu  "whether  the  Due 
Process  Clause  imposes  any  restraints  on 
thia  nationwide  service."    Id.  at  332. 

After  examining  ShMffer  and  IntentM- 
thttMl  Shoe,  the  court  concluded: 

It  is  clear,  therefore,  that  the  "fair- 
ness** sundard  imposed  by  ShMffer  re- 
lates to  the  fMirnesa  of  the  exercise  of 
power  by  a  pMrticulMr  sovereign,  not  the 
fairness  of  imposing  the  burdens  of  liti- 
gating in  a  distant  forum.  Applying  this 
standard  of  fairness,  it  is  clear  that  this 
instance  of  personal  service  satisfies  Due 
Process.  Here  the  sovereign  is  the  Unit- 
ed States,  and  there  can  be  no  question 
but  that  the  defendant,  s  resident  citizen 
of  the  United  Sutes.  has  sufficient  con- 
tacts with  the  United  Sutes  to  support 
the  fairness  of  the  exercise  of  jurisdiction 
over  him  by  a  United  Sutes  court. 

22.  Secumies  Exchange  Act  of  1934  §  27.  15 
U.S  C.  ♦  78aa  provides,  in  penment  part 
The  distnct  couns  of  (he  United  States,  and 
the  United  States  couns  of  any  terntory  or 
other  place  subject  to  the  junsdiction  of  the 
tJnited  Sutes  shall  have  the  exclusive  juns- 
diction of  Violations  of  this  chapter  or  the 
rules  and  regulations  thereunder,  and  of  all 
suits  in  equity  and  actions  at  law  brought  to 
enforce  any  liability  or  duty  created  by  this 
chapter  or  the  rules  and  regulations  thereun- 


U.   at  333  (emphasis   added).     In  other 
words,  when  Congress  authorizes  nation- 
wide servitse.  as  in  §  27,  the  question  be- 
comes whether  the  party  has  sufficient  con- 
tacts with  the  United  Sutes,  not  any  par- 
ticular sute.    Accord,  MariMsh  v.  Morrill, 
496  F.2d  1138.  1143  (2d  Cir.  1974)  ("whera 
the  defendants  reside  within  the 
Urritorial  boundaries  of  the  United  Sutes. 
the  'minimal  contacts'  required  to  justify 
the  federal  government's  exercise  of  power 
over  them,  are  present");  WMrren  v.  Bokum 
Resources   Corp.,  433   F.Supp.    1360.   1364 
(D.N.M.1977);  BAB  lav.  Club  v.  Kleinert's 
Inc.,  391  F.Supp.  720.  728  (E.D.Pa.1975)  (in 
a  federal  securities  fraud  case,  reliance  on 
the  due  process  requirements  of  /nterna- 
Cionai  Shoe  was  misplaced  because  that  de- 
cision involved  extraterritorial  service  in  a 
sUU  court  action  under  a  sUte  sUtute); 
SMmtt  V.    Wslker,  405  F.Supp.   132.   133 
(D.S.C.1975)  (Congress'  purpoee  in  enacting 
§  27  was  to  extend  penonal  jurisdiction  to 
the  full  limits  permitted  by  the  due  process 
clause);    Sohns  v.  DmM,  392  F.Supp.  1208. 
1218  (W.D.Va.l975);    KfMmer  v.  Scientific 
Control  Corp.,  365  F.Supp.  780,  787  (E.D.Pa. 
1973)  (Congress  has  the  power  to  provide 
for  ihe  reach  of  service  of  process  to  the 
outer  limits  of  the  reach  of  ito  legislative 
power,  which  is  anywhere  in  the  United 
Sutes  or  its  territories);    S-0  Securities. 
Inc.  V.  FuquM  Inv.  Co..  466  F.Supp.  1114^ 
[1979]  Fed.Sec.L.Rep.  (CCH)  •  96.750.  at  94.- 
932  (D.Mass.l978)  (the  InternMtionMl  Shoe 
sUndard  is  applicable  only  where  a  sUte 
court  asserts  jurisdiction  over  an  out-of- 
sUte   defendant   pursuant   to    the   state's 
long-arm    sUtute).     See   Leroy    v.    GreMt 
Western   United  Corp.,  443   U.S.    173.   99 
S.Ct.   2710.   2721.   61    LEd.2d   464   (1979) 
(White,  J.  dissenting).    But  see  In  re  Ekfuity 

der  Any  suit  or  action  to  enforce 

any  liability  or  duty  created  by  this  chapter 
or  rules  and  regulations  thereunder,  or  to 
enjoin  any  violation  of  such  chapter  or  rules 
and  regulations,  may  be  brought  in  any  such 
distnct  or  in  the  distna  wherein  the  defend- 
ant IS  found  or  is  an  inhabitant  or  transacts 
business,  and  process  in  such  cases  may  be 
served  in  any  other  distna  of  which  the 
defendant  is  an  inhabitant  or  wherever  the 
defendant  may  be  fOund. 
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Funding  Corp.  ofAufr.  5m.  UtigMtion,  416 
P.Supp.  161.  m-78  (C.D.C«1.1976)." 

Applying  th«  rult  of  Fituimmona  to  th« 
ciM  ftt  bar,  tb*  court  finds  in  penoa»m 
jurisdiction  sineo  defendant  Wilkins  certain* 
\y  had  "minimum  contacts'*  with  the  United 
States.**  Jurisdiction  in  this  case  is  found- 
ed on  §  27  of  the  Securities  Exchange  Act 
and  §  22  of  the  SeeuriUes  Act,  15  US.C. 
§  TTv,  which  both  permit  service  throughout 
the  United  Sutes.  The  fact  that  Union 
Bank  brings  this  action  through  s  third 
party  complaint  is  inconsequential.  See 
Lyont  V.  Afarrud.  46  F.R.D.  451.  455  (S.D.N. 

Y.ises). 

B.    CAPACITY  OF  WILKISS 

Defendant  Wilkins  also  moves  for  dis- 
missal on  the  theory  that  he  is  not  subject 
to  the  personal  jurisdiction  of  the  forum 
since  if  he  had  any  contact  with  the  forum, 
it  only  occurred  while  he  was  acting  in  his 
official  capacity  as  Vice-President  and 
Treasurer  of  Oxford  Life  Insurance  Co.  He 
cites  Fonythe  v.  Overmyer,  576  F.2d  779 
(9th  Cir.  1978).  cert,  denied.  439  U.S.  864.  99 
S.Ct.  188.  58  LEd.2d  174  (1979).  in  which 
the  Ninth  Circuit  decided  that  "a  corporate 
officer  who  has  contact  wiih  the  forum  only 
with  regard  to  his  official  duties  is  not 
subject  to  personal  jurisdiction  in  that  fo- 
rum." Id.  at  783-84  (citing  Chem  Ub 
Prod.,  Inc.  v.  StepaneJr.  554  F.2d  371  (9th 
Cir.  1977)).  In  K^tsMS  v.  Giffen  Indus.. 
Inc.,  [1978]  Fed.Sec.L.Rep.  (CCH)  196.445. 
at  93.599  (S.D.N.Y.1978).  the  district  court 
applied  reasoning  similar  to  Forsytho  to  a 
shareholder's  diversity  action  and  said: 
"Without  some  factual  allegation  of  in- 
volvement in  an  individual  capacity,  the 
shareholders  failed  to  make  a 

threshold  showing  of  jurisdictional  basis." 

23.  The  couR  placed  Mule  emphasis  on  (his  case 
because  the  distnct  coun  in  Equity  Funding 
never  really  analyzed  the  question  of  whether 
the  "Rununum  contacts"  theory  applied.  It 
said.  "This  court  finds  the  alleged  partnership 
interest  of  these  defendants  in  the  Wolfson 
firm  IS  sufficient  to  support  jurisdiction  over 
these  defendants.  This  is  true  even  undler  the 
14th  Amendment  'minimum  contacts'  analysis 


All  three  of  the  cases  cited  by  defendant 
Wilkins  were  divenity  aetiona.  Neither 
side  has  adequately  addressed  the  issue  of 
what  impact  they  would  have  on  a  federal 
securities  fraud  case  which  bases  personal 
jurisdiction  on  §  27  of  the  Securities  Ex- 
change Act  and  §  22  of  the  Securities  Act, 
two  provisions  that  provide  for  nationwide 
service  of  proceu  so  that  a  party  must 
merely  have  "minimum  contacts"  with  the 
United  States.  The  parties  may  brief  this 
issue  and  submit  their  briefs  within  twenty- 
one  days  of  this  order.  They  are  to  arrange 
a. briefing  schedule  among  themselves. 

Accordingly,  defendant  Wilkins'  motion  is 
denied  subject  to  reconsideration  after  fur- 
ther briefing. 

VI.  THIRD-PARTY  DEFESDASTS 
PACKARDS'  ASD  PRAHM'S  MO- 
TION TO  DISMISS  THIRD-PARTY 
COMPLAINT  OF  DEFENDANT  HA- 
ROLD E.  ROGERS  OR  MOTION  FOR 
A  MORE  DEFINITE  STATEMENT. 

Third-party  defendants  Packards  and 
Prahm  (hereinafter  the  Packard  group) 
were  members  of  the  investor  group  that 
owned  Quimby  Island  and  who  participated 
in  the  allegedly  fraudulent  scheme  to  sell 
the  property  to  the  Rcclanution  District 
through  the  issuance  of  securities  that  are 
the  subject  of  this  lawsuit  Defendant  and 
third-party  plaintiff.  Harold  E.  Rogers.  Jr.. 
WIS  an  officer  of  the  professional  law  cor- 
poration. Nichols.  Rogers  A  Schreiner,  when 
another  officer,  Schreiner,  issued  an  opinion 
on  the  Quimby  Island  bonds.  He  wis  also 
Schreiner's  partner  in  Rogers  A  Schreiner 
when  the  latter  issued  a  note  opinion.  In 
the  consolidated  amended  complaint,  de- 
fendant Rogers  is  alleged  to  have  partici- 
pated in  the  previously  mentioned  fraudu- 
lent   scheme.      More    specifically,    he    ia 

of  IntemationMl  Shoe  (Emphaau 

added.)    416  F.Supp.  at   177-78.    The  Ninth 
Circuit  has  yet  to  address  the  issue. 

24.  The  court  in  Maruj/i  believed  that  only  in 
the  case  of  extratemtonal  scnnce  of  process 
does  the  question  of  a  forum's  power  to  assert 
control  over  a  defendant  arise.    496  F.2d  at 

1143. 


eharfid  with  viol«tinf  SccoHtMt  Act  of 
19SS  M  17(«).  15  use.  §  77q(»X^  12(2).  i^ 
use.  §  7.1(21^  SMuritMt  Exdunge  Act 
of  1934  §  10(b).  IS  use.  §  78j(bK^  «im1 
Rule  10b-«.  17  C.F.R.  240.10b^  (197»)» 
On  Joly  19.  1979.  Rogtn  broufht  a  third- 
party  eompUint  agaiiut  the  Packard  group 
aeekinf  contribution  and  indemnity.  This 
matter  is  before  the  court  on  the  Psckard 
group's  motion  to  dismiss,  or  in  the  alterna- 
tive, motion  for  a  mors  definite  statement. 

The  Packard  group  asserta  (1)  that  de- 
fendant Rogers  faib  to  stau  a  claim  for 
indemnity  since  the  equitable  indemnity 
doctrine  was  adopted  in  California  only  so 
that  a  person  may  recover,  under  a  negli- 
gence or  strict  liability  theory,  damages  for 
injuries  to  his  person  and  property:  (2)  that 
defendant  Rogers  fails  to  sUte  a  claim  for 
contribution  since  the  Packard  group  was 
not  named  as  an  original  defendant  and 
since  an  essential  element  of  the  underlying 
claim  is  that  the  third-party  plaintiff  inun- 
tionally  harmed  plaintiffs;  and  (3)  that 
they  have  been  prejudiced  by  defendant 
Rogers'  delay  in  bringing  the  third-party 
complaint  The  court  will  examine  each 
assertion  in  order. 

A.    MOTION  TO  DISMISS 
1.    lademnifieatioa " 
a.    Fedenl  Securities  Lauds'* 
i.    SeetioB  10(b)  uid  Rule  lOb-^ 

Section  10(b)  of  the  Securities  Exchange 
Act  of  1934  confers  rule-making  power 
upoft  the  SEC  to  condemn  manipulative  or 
deceptive  practices  in  the  sale  or  purchase 
of  securities.  Although  it  does  not  by  its 
terms  create  an  express  civil  remedy  for  its 
violation,  and  there  is  no  indication  that 
Congress,  or  the  Commission  when  adopting 
Rule  lOb-5.  contemplated  such  a  remedy, 

IS.  See  note  S.  suprM,  tor  the  contents  of  the 
section.  See  cotm's  discussion  of  that  provi- 
SKMi  in  Scaion  (VIXAKlXa)ti- 

2C    See  Section  (IVXA).  supra. 

27.    See  note  6.  supn. 

2t.    See  note  7.  supra. 


the  existence  of  a  private  cause  of  action 
for  vkriatiotts  of  the  statute  and  the  rule  is 
now  well  esteblwhed.  S/ue  Chip  Stamps  v. 
Manor  Drug  Scorsa.  421  U.S.  728.  95  S.Ct. 
1917.  44  LEd.2d  539  (1975).  r9h.  dmied,  423 
U.S.  884,  96  S.Ct.  157.  46  LEd^  114 
(1975):  AfftliMUd  UU  Citiun»  r.  Umt§d 
SUtea.  406  U.S.  128.  92  S.Ct.  1456.  31 
LEd.2d  741  (1972).  nh.  dwied,  407  U.S. 
916.  92  set.  2430.  32  LEd.2d  692  (1972); 
and  Superintendent  of  Ins.  v.  Bankers  Life 
A  Css.  Co.,  404  U.S.  6,  13  n.9,  92  S.Ct.  165, 
169  n.9.  30  LEd.2d  128  (1971). 

In  firnst  A  Ernst  v.  Hoehfelder,  425  U.S. 
185.  96  S.Ct.  1375,  47  LEd.2d  668.  reh. 
denied,  425  U.S.  986.  96  S.Ct.  2194.  48 
LEd.2d  811  ^1976).  the  Supreme  Court 
found  that  §  10(b)  and  its  corresponding 
rule  were  addressed  to  practices  that  in- 
volve some  element  of  "scienter."  which 
was  defined  as  a  "mental  sUte  embracing 
intent  to  deceive,  manipulate,  or  defraud." 
Id.  at  193  n.12.  96  S.Ct  at  1381  n.12.  The 
OMirt  specifically  reserved  the  question  of 
whether  reckless  behavior  was  sufficient 
for  civil  liability  under  «  10(b)  and  Aula 
lOb-5.  id.,  but  did  conclude  that  the  two 
provisions  could  not  be  read  Xo  impose  lia- 
bility for  negligent  conduct  alone.  Id.  at 
201,  96  S.Ct  at  1384. 

After  the  £!mjt  A  E!mst  decision,  many 
courts  had  Xo  confront  the  question  concern- 
ing reckless  conduct.  In  Nelson  v.  Serwold, 
576  F.2d  1332.  1337  (9th  Cir).  cert,  denied, 
439  U.S.  970,  99  S.Ct.  464.  58  L.Ed.2d  431 
(1978).  the  Ninth  Circuit  sUted: 

Ernst  A  Ernst,  we  think,  only  went  so 
far  as  to  eliminate  negligence  as  a  basis 
for  liability.  We  agree  with  those  courts 
which  have  found  that  Congress  intended 
the  ambit  of  $  10(b)  to  reach  a  broad 
category  of  behavior,  including  knowing 
and  reckless  conduct. 

29.  The  coun  expresses  no  opinion  about  the 
panial  indemnity  claims  since  they  were  never 
challenged  by  any  party. 

30.  Indemnification  for  vioiaiion  of  the  federal 
securities  laws  is  a  matter  of  federal,  not  state, 
law.  Odecre  v  Shesrson.  HamnuU  A  Co..  394 
F.Supp.  946.  994  n.9  (and  cases  cited  therein.) 
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ciitM4tir. 
This  eoncluMon  Hm  been  reached  in  the 
iecond.*>  third."  fifth.'*  sixth.>*  and  seventh 
circttita,*  and  several  diatriet  courts." 

It  ia  not  neeeiaary  for  the  court  to  pre- 
ciaely  define  whit  eonatitutes  reclcless  be* 
havior  since  it  is  ultimately  a  factual  deter- 
mination which  will  vary  from  case  to  case. 
As  a  general  matur,  the  court  agrees  with 
the  standard  articulated  in  Sundstnnd 
Corp.  r.  Sua  C/Mmieai  Corp,,  553  F.2d  1033. 
1045  (7th  Cir.).  ocrt  denied,  434  U.S.  875. 96 
S.Ct  224.  54  LEd.2d  155  (1977).  which  sUt- 
ed  that  recklessness  is  highly  unreasonable 
conduct  representing  an  extreme  departure 
from  the  standards  of  ordinary  care.  Ac- 
cord,  Muubaeh  v.  Prteott,  B^l  A  Turben. 
598  F.2d  1017, 1025  (6th  Cir.  1979);  SMdtrs 
V.  John  JVuveen  A  Co.,  554  F.2d  790.  793 
(7th  Cir.  1977)  ("We  believe  'reckless'  in 
these  circumstances  comes  closer  to  being  a 
lesser  form  of  intent  than  merely  a  greater 
degree  of  ordinary  negligence.'*) 

[8]  Thua.  if  defendant  Rogers  is  found 
liable  for  violating  §  10(b)  or  Rule  lOb-5, 
then  the  jury  must  find  that  he  acted  '*in- 
tentionallv"  as  defined  in  Ernst  A  Em$t,  or 
"recklessly"  as  defined  in  Sundstraiid.  In 
cither  event,  indemnification  would  be  im- 
proper since  the  policy  of  the  securities  laws 
precludes  indemnification  in  all  except  ex- 
traordinary circumstances,  such  as  the  in- 
demnification of  a  corporation  by  its  offi- 
cers or  directors  who  caused  it  to  engage  in 
the  conduct  giving  rise  to  the  liability.  In 
re  Equity  Funding  Corp.  of  AmericM,  416 
F.Supp.  132.  156  (C.O.Cal.l97S);  ThomMS  v. 
DunlitM  Co.,  386  F.Supp.  698  (O.N  J.  1974). 
a/fd  in  pttrt,  524  F.2d  577  (3d  Cir.  1975). 
The  weight  of  authority  establishes  that 

31.  Rolf  V.  BIyth.  EMgtntMn  DtUoa  A  Co..  570 
F.2d  38.  44  (2d  Cir).  cert,  denied.  439  U.S. 
1039.  99  S.Ct.  642.  58  LEd.2d  698  (1978). 

32.  Coltco  Indus..  Inc.  v.  Berma/i.  567  F.2d  569. 
574  (3rd  Cir.  1977).  cert,  (tented.  439  U.S.  830. 
99  set.  106.  58  L.Ed.2d  124  (1978). 

33.  Firu  Va.  BMnkshans  v  Benton.  599  F.2d 
1307.  1314  (5lh  Cir.  1977).  cert,  denied,  435 
U.S.  962.  98  S.Ct.  1580.  55  LEd.2d  802 

34.  MuiSbMch  V.  Prescott.  Bull  A  Turben.  598 
F  2d  1017.  1024  (6th  Cir    1979) 


indemnifkation  againat  actual  wroagdoiaff 
aa  ooatraatad  with  aegligMt  conduct  ia  con- 
sidered void.  See  Odette  V.  Shaaiaoii.  Ham- 
mi//  4  Co..  3M  F.Sapp.  946,  964  (S.O.N.Y. 
1975);  <fJo6us  v.  L»w  AeaeaivA  Scrv.  Inc., 
287  F.Sup|>.  188  (S.D.N.Y.1968).  alfd,  418 
F.2d  1276.  1288  (2d  Cir.  1968K  oerl  deaiedL 
397  U.S.  913.  90  S.Ct  913.  25  L.Ed.2d  98 
(1970);  TiicJcer  v.  Arthur  Aadersea  4k  Co., 
[1978-74]  Fed.Sec.L.Re|».  (CCH)  194.544 
(S.O.N.Y.1974).  Theref on.  defendaat  Rog- 
ers could  not  be  indemnified  if  he  is  found 
liable  under  $  10(b)  or  Rale  lOb-6. 


ii.    S^tion  17(m) 

There  ia  disagreement  over  whether  there 
is  a  private  cauae  of  action  under  §  17(a).'' 
Compare  JDanie/  v.  Teunstort,  561  P.2d 
1223. 1244-46  (7th  Cir.  1977).  rew'd  on  other 
grouflds,  439  U.S.  551.  99  S.Ct  790.  58 
LEd.2d  806  (19T9)  (recognising  an  action) 
with  ShuU  V.  Dain,  KMlmaa  4k  QumU,  Inc., 
561  F.2d  152.  159  (8th  C'ir.  1977).  oert  do- 
mod,  434  U.S.  1086.  98  S.Ct  1281,  55 
LEd.2d  792  (1978)  (rejecting  a  (  17  cauae  of 
action).  See  a/so  3  L  Loaa.  SecuWtMs  Reg^ 
ulMtion  1784-85  (2d  ed.  1961).  There  ap- 
pears, however,  to  be  little  practical  point  in 
denying  the  existence  of  aa  action  under 
$  17  once  it  is  established  that  an  aggrieved 
person  has  a  private  cause  of  action  under 
$  10(b)  of  the  1934  Act.  Ghhus  v.  Uw 
ResoMreh  Serv.,  Inc,  418  F.2d  1276. 1283-84 
(2d  Cir.  1969);  SEC  v.  TexMS  Gulf  Sulphur, 
401  F.2d  833.  867  (2d  Cir.  1968)  (Friendly.  J., 
concurring),  cert  denied,  394  U.S.  976.  89 
set  1454.  22  L.Ed.2d  756  (1969).  404  U.S. 
1005.  92  S.Ct.  561.  30  L.£d.2d  558  (1971); 
Local  734  Trust  v.  ContinonUU  III  Natl 

35.  SuitdMtnnd  Corp.  v.  Sun  Chemieal  Corp.. 
553  F.2d  1033.  1039-40  (7th  Cir.).  cert.  dImiedL 
434  U.S.  875.  98  S.a.  224.  M  L.EdJd   155 

(1977). 

38.  See.  e.  g.,  Sullivan  v.  Chase  Inv.  Serv.  of 
Boston.  Inc..  79  F.R.D.  246.  270  (N.D.Cal.1978); 
In  re  Truuocesn  Tender  Otter  SecunCies  Utt- 
gufott,  455  F.Supp.  999.  1010-11  (N.D.II1.1978). 

37.  The  Supreme  Court  spcaftcally  reserved  an- 
fwennt  this  question  in  Oanief  v.  TeMoisters, 
439  U.S.  551.  557  n.lO.  99  S.Ct.  790.  795  n.lO. 
58  LEd.2d  808.  815  n.lO  (1979). 
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BMak  A  Tnut  Col.  [1978-74]  Ptd.SM.L.Itep. 
(CCH)  1H566.  At  96.M2-968  (N.D.in.l974). 

Y«t  the  court  netd  not  rtsolvc  this  dis- 
pute* siiiM.  even  assuminff  sn  action  ex- 
isu.  Uw  w«tfht  of  authority  holds  that 
scientar  must  be  present  so  that  the  cause 
of  action  cannot  be  premised  on  negligent 
conduct  alone  Samfers  v.  John  ATuveen  A 
Co.,  554  F^  at  796  (and  cases  cited  there- 
in); SEC  V.  ToxMS  Gulf  Sulphur  Co.,  401 
F^  at  867  (Friendly.  J.  concurring);  MmHIc 
r.  C/mVem/  itesourees  Corp..  425  F.Supp. 
350. 363  (S.D.Cal.1976)."  To  follow  a  lesser 
standard  "would  totally  undermine  the 
earefuUy  framed  limitations^imposed  on  the 
buyer's  right  to  recover  granted  by  §  12(2) 
of  the  1963  Act."  SEC  v.  Texas  Gulf  Sul- 
phur, 401  F.2d  at  867-68  (Friendly,  J.  con- 
curring).  See  3  L  Loes.  Securities  Regula- 
tion 1785  (2d  ed.  1961).  Thus,  if  defendant 
Rogers  is  found  liable  under  $  17(a).  the 
jury  will  have  to  find  thet  he  acted  more 
than  negligently,  and  as  noted  earlier,  in- 
d«nnification  is  not  permissible  under  such 
dreumstaneea. 

iU.    Section  12(2) 

[9]  Since  the  court  has  already  exam- 
ined this  section  at  length  when  deciding 
Gibrmlco  and  Gunther's  motion,  it  need  not 
fully  explore  its  dimensions  again.  What 
should  be  noted,  however,  is  that  one  may 
violate  this  section  even  if  he  is  merely 
negligent  Franklin  Sav.  Bank  of  Sew 
York  V.  Levy,  551  F.2d  521,  526-27  (2d  Cir. 
1977);  Rousseff  r.  Dean  Witter  A  Co.,  453 
F.Supp.  774  (N.D.Ind.l978);  Odette  v. 
Shearson,  Hammill  A  Co.,  394  F.Supp.  at 

3t.  >4cttiier  tide  has  bnefed  this  point,  and  it  is 
noc  necessary  to  resolve  it  for  the  purposes  of 
this  mouon. 


In  SEC  V.  Covm.  581  F  2d  1020.  1026-27  (2d 
Cir.  1978).  cert,  denied.  440  U.S.  950.  99  S.Ct. 
1432.  99  LEd.2d  640  (1979).  the  Second  Circuit 
concluded  thai  scienter  was  not  required  in  an 
SEC  injuiKtive  action  under  subsection 
17(aX2).  Accord.  SEC  v.  Amtncan  Realty 
Trust,  586  F.2d  1001.  1006  (4th  Cir  1978).  The 
Fifth  Circutt.  in  Steadman  v.  SEC.  603  F.2d 
1 126.  1 132-33  (5th  Cir  1979)  held  that  scienter 
need  not  be  proved  to  establish  violations  of 
f§  17(aK2)  and  (3).  but  is  an  elenient  of 
f  l7(aXl). 


966.  In  spiu  Of  this,  dMre  is  disagreement 
over  whether  indemnification  is  proper  if  a 
party  is  found  to  have  vieleted  §  12(2).  For 
example,  the  court  in  Odette  denied  indem- 
nifkntion  to  eneourage  the  conduct  re- 
quired by  §  12(2),  while  the  court  in  Gtobua 
found  that  indemnification  was  permissible 
for  conduct  that  was  no  more  culpable  than 
ordinary  negligence. 

The  court  sees  no  sense  in  adding  to  the 
confusion  of  the  sute  of  the  law  or  of  this 
case  by  deciding  whether  or  not  indemnifi- 
cation is  proper  in  a  §  12(2)  case.  This  issue 
will  not  arise  unless  defendant  Rogers  is 
found  liable  for  violating  §  12(2)  so  it  is  a 
matter  (hat  can  wait  until  the  end  of  trial 
when  the  record  w  complete.* 

b.    Sute  Law 

The  consolidated  amended  complaint  also 
alleges  that  defendant  Rogers  violated  Cai. 
Corp.Code  (West)  §§  25401  and  25501,  pro- 
visions  which  prohibit  negligent  misrepre- 
sentation. Bowden  v.  Robinson,  67  Cal. 
App.3d  705,  715,  136  Cal.Rptr.  871  (1977). 
Defendant  Rogers  seeks  indemnity  for 
these  provisions  and  others.*' 

[10, 11]  "(jenerally,  indemnity  becomes 
a  consideration  when  one  person  is  expoeed 
to  liability  because  of  what  another  person 
did  .  .  .  [T]he  determination  of 
whether  or  not  indemnity  should  be  allowed 
must  of  necessity  depend  upon  the  facts  of 
each  case  .  .  .  The  right  to  non-con- 
tractual implied  indemnity  rests  upon  equh- 
table  considerations.  Atchison,  T.  A  S.  F. 
Ry.  Co.  V.  Lan  Franco,  267  Cal.App.2d  881, 
886-87.  73  Cal.Rptr.  660.  663  (1968). 

40.  The  court  has  decided  in  Section  (IVKA) 
that  the  bond/ note  certificate,  the  opinion  iet> 
ter.  and  the  certificate  of  authenticauon  do  not. 
individually  or  collectively,  constitute  a  pro- 
spectus.   The  matter  may  never  present  itself. 

41.  Cai.Corp.Code  (West)  f  25905  provides  for 
indemnification  in  limited  circumstances:  "A 
corporation  which  is  liable  under  this  chapter 
shall  have  a  right  of  indemnification  against 
any  of  its  pnnapal  executive  officers,  directors, 
and  controllint  persons  whose  willful  violation 
of  any  provision  of  this  Uw  gave  nsc  to  such 
liability."    Such  is  .not  the  case  here. 
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(12]  *tT]wo  critical  prtrtquiiicn  arc 
ftnarally  aaeiiMfy  for  tht  invocatioii  of 
BOii-<oatractval  impliod  indomnity  in  Cali- 
fornia: (1)  tlM  daflufao  which  tha  daimant 
•aaka  to  shift  arc  impoaad  upon  him  as  a 
roattit  of  sooM  lagal  oMigatioa  to  tho  in- 
jwad  party;  and  (2)  it  muat  appear  that  tht 
cUimaat  did  Bot  activ«/y  nor  MffurmMtivly 
pvtkipBtM  in  tho  wrong."  Id.  at  887.  73 
Cal.Rptr.  at  M4. 

Tho  court  ia  not  in  a  poaition  at  this  time 
to  dottrmino  on  tho  baais  of  tho  moagor 
racord  prcaontad  whothor  or  not  indemnifi- 
cation b  proper.  Since  this  issue  will  arise 
only  if  liability  ia  found  after  trial,  the 
court  will  resolve  the  matter  at  that  time. 
To  do  so  now  would  be  premature.^ 

1    Omtribution 
a.    Ftd^n^  SoeuriCies  Laws 

As  noted,  the  Packard  group  maintains 
that  there  is  no  right  to  contribution  since  it 
was  not  named  as  an  original  defendant 
and  since  an  essential  element  of  the  under- 
lying claim  is  that  the  third-party  plaintiff 
intentionally  harmed  plaintiffs.  The  court 
does  not  agree. 

[13-15]  Contribution  is  generally  availa- 
ble in  federal  securities  fraud  esses** 
Odette  V.  Shetnon,  HMmmill  A  Ca,  394 
F.Supp.  at  957-58;  deHaja  v.  Empire  Pe- 
troleum Co.,  TIM  F.Supp.  809.  815-16 
(O.Colo.l9€8).  mod.  on  other  grounds.  435 
F.2d  1223  (10th  Cir.  1970).  And  a  claim  for 
contribution  may  be  asserted  in  a  third 
party  action  pursuant  to  F.ItCiv.P.  14<a). 
Odette  V.  S/iearson.  Hunmill  A  Co.,  394 
F.Supp.  at  958  (and  cases  cited  therein).  In 
fact,  the  deterrent  policies  of  the  securities 
laws  that  preclude  indemnification  prompt 
the  conclusion  that  no  party  be  allowed  to 

41.  The  court  should  note  thai  the  caies  cited 
here  and  thOM  in  the  moving  papers  are  not 
securities  cases.  The  court  is  therefore  not 
convinced  that  their  principle  permitting  in- 
demnification is  applicable  to  the  sccunties 
field.  In  any  event,  this  issue  may  await  reso- 
lution at  a  later  time. 

43.  Like  indemnificauon.  contribution  in  a  feder- 
al secunties  case  is  a  matter  of  federal  law. 
Odette    V.    Shttrson.    HMmtniii    A    Co..    394 


ipe  liability  for  any  part  of  the  damagea. 
See  kL  Correspondingly,  a  party  ia  permit- 
ted to  receive  contribution,  even  if  found  to 
have  violated  $  10(b).  Rule  10(>-«.  $  17(a). 
and  «  12(2).  Id.  See  Ghbua,  lac  v.  Law 
Research  Serv.,  Inc.,  318  F.Supp.  966  (S.D. 
N.Y.1970).  a/rd.  442  F.2d  1346  (2d  Cir.). 
cert  denied,  404  U.S.  941.  92  S.Ct.  286.  30 
LEd.2d  254  (1971);  deHeja  v.  Empire  Pe- 
troleum Co.,  286  F.Supp.  at  815-16. 

Accordingly,  contribution  is  permitted 
under  federal  law. 

b.    State  Uw 

[16]  As  noted  eariier,  the  conaolidatod 
amended  complaint  alleges  that  defendant 
Rogers  violated  Cal.Corp.Code  (West) 
§$  25401  and  25501.  A  sUtutory  right  to 
contribution  is  granted  to  thoee  charged 
with  violating  these  sections.  (^(3orp.Code 
(West)  $  25506,  2  Ballantine  A  Sterling. 
Csii/brnia  CTorporacion  Lmw  §  463.07.  at 
932.47  (1979),  as  long  as  the  person  request- 
ing contribution  waa  not  a  wilfuU  violator 
seeking  contribution  from  a  person  who  waa 
negligent.  Since  the  record  is  insufficient 
to  determine  the  culpability,  if  any.  of  the 
defendants,  the  court  finds  that  defendant 
Rogers  may  claim  contribution  at  this 
stage.  The  Packard  group's  motion  is  de- 
nied as  to  this  point.^  See  1  Marsh  A  Volk, 
Practice  Under  the  Califomia  Securities 
Uw  %  14.06(3].  at  14-9  (rev.  ed.  1979). 

3.    Prejudice 

Third-party  plaintiff  Rogers  filed  his  an- 
swer to  the  amended  complaint  on  March 
20.  1979.  and  moved  for  leave  to  file  the 
third-party  complaint  on  April  30. 1979.  In 
its  written  order  of  June  7. 1979  (filed  June 
12,  1979),  the  court  granted  defendant  Rog- 
ers leave  to  file  the  propoeed  third-party 

F.Supp.  at  958:  GioOua.  inc.  v.  Law  Acs«afrli 
Serv.  Inc..  318  FSupp.  955.  958.  n.2  (S.O.N.Y. 
1970).  The  Packard  group's  citation  of  Califor- 
nia law.  although  thorough,  is  of  no  relevance 
to  the  alleged  federal  secunties  violations. 

44.  A  mouon  to  diamiss  a  complaint  should  not 
be  granted  if  material  issues  of  fact  are  unre- 
solved. Powell  V.  Southwettem  Bell  Tel.  Co.. 
494  F  2d  485.  489  (Sch  Cir.  1974). 
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complaint  b«atua«  the  court  found  that  tho  Durinf  Mr.  Mortensen's  doposition,  oortAtn 

oorapUunt  **wUl  not  prejudice  the  plaintiff  facta  were  confirmed  or  revealed,  facta 

by  iatrodudnf  an  unrelated  eontroveny  or  upon  which  Mr.  Rogers  baaet  hia  third«par> 

unduly  oompticatinf  this  litigation.    More-  ty  claims.    Thirteen  days  after  the  depoei- 

over,  it  will  avoid  drcuity  of  actions,  there-  tion  began.  Mr.  Rogers  filed  his  third«party 

by  promoting  economies  of  time  and  ex-  complaint 

pense."   Tlie  Psckaid  group  objects  to  the  jj^^    The  court  is  granted  a  broed  discre- 

fihng  of  the  third  party  complaint  because  ^.^^  j„  determining  whether  to  allow  a 

It  claims  that  the  complaint  was  tardy  and  ^^^            complaint.    3  Moore's  ferfera/ 

that  they  are  now  unduly  P^)«diced  smce  p^^.^  ,  ^^^^  ^^  ^^^^  ^^  ^  ^^ 

xh»  court  permittod  .t   The  P«Aard  group  ,„  ^.^^  ^^  ^^^  ^^^^  ^  ^^^  ^^^,^^^ 

wa.  •PPjrenUy  served  with  notice  of  the  ^^  ^  ^        ^^  umiersUndable  ami  ex- 

niotion.  but  did  not  oppoee  it    T^s  court  ^^^^,^  ^^  ^^  ^  ^^  ^.„  ^^  ^  ^ 

seea  no  reason  to  change  lU  earlier  dec»K>n.  ,^y^  ^  ^^^  ^^^,y  complicatod.    Any 

In  the  first  place,  the  court^does  not  feel  pocible  prejudice  to  the  Psckaid  group  will 

that  the  third-party  complaint  was  untime-  5^  outweighed  by  the  utility  of  having  all 

ly.    The  original  complaint  in  this  lawsuit  „p^ts  of  this  litigaUon  decided  in  one  pro- 

was  filed  on  April  15.  19T7,  by  the  repre-  ceeding.    See  B  A  B  Inv.  Club  v.  KJeinert's, 

aentatives  of  the  bondholders.    On  Novem-  j^^^  39^  F.Supp.  at  725. 

ber  23,  19T7,  a  complaint  was  filed  by  the  o'      ji     .1.                      .            j  ^  w 

represenutives  of  the  noteholders  as  plain-  .^^^J^' ^^*  ^^  ''  "^^  P«"«~»««  by 

tiffs  in  intervention.    The  complainu  were  .^«  ^"^."^"f?  ^V^^^J'  concerning 

aomewhat  imprecise,  so  in  ito  cider  of  June  ^J*  "**"*  *'  *"  ^~  «^»^  ^Ji^"}  ^^ 

9.  1978.  the  court  ordered  plainUffs  to  sub-  J»« ^Bankniptoy  Trustee  m  the  Districts 

rait  a  list  of  the  various  sUtutes  which  they  wnkruptoy  court  Pro<»«dings.    It  appean 

claimed  defendants  violated  together  with  a  ^*^  «»  February  10.  1978.  the  Packard 

brief  sUtement  describing  how  each  was  «~"P  consented  to  the  bankruptey  plan  in 

violated.   Shortly  thereafter,  the  represent-  •^'^^•"«!  ^^'  ^  "'•"*  ^^'^^  <^**'""  *»•" 

atives  of  the  two  classes  of  securities  inves-  ^V  '*»«  ^»^«^  *«*»n»^  ^«  ?tckud  group, 

tors  combined  their  claims  into  one  plead-  S"'  ^*»«  D«^"«'  "^^"^  ^^  ~  ^^P"^  <>" 

ing-the  consolidated  amended  complaint-  '»»«  «'»»">•  *»">««»»^  ^V  third-party  plaintiff 

which  was  filed  on  November  9.  1978.  ^^>t^^   *">«  release  became  effective  June 

1^.  .   ,     n               J  o  u    •           J  .u  •  *•  1^^.  *nd  Rogen  was  neither  a  party  to 

Nichols,  Rogen.  and  Schreiner  and  their  .u     w    1-      .              ^-                   *•*-  j 

..  •      • .   ' .    _..              •    .•  11  tne  bankruptcy  proceedings  nor  notified 

corporation  and  partnenhip  were  mitially  ...       .     *^   '    *j.      .   j*.        •    . ,.  .  j 

reprinted  in  thhMu;Uon  by  the  same  law  '^^  ^^  *  P"*^!"'  ^  ^^  ''^T^' 

firm.    During  1978.  potential  conflicU  de-  I^T^^"*'  '***  .~"^  ^**"  T  H^^"^^  '^ 

veloped  among  the  individuals,  and  between  f^^^  «™"P  »  'T'ttfL  ***^"'^  *^'^'.  ^^^ 

them  and  the  corporation  and  partnership.  *^"»  *»"  ^«*"    third-party  complaint 

The  individuals  were  thus  prompted  to  ob-  [18]    Accordingly,  the  Psckard  group's 

tain  separate  counsel    Present  counsel  of  motion  to  dismiss  is  denied, 
record  for  Harold  Rogers  did  not  assume 

representeUon  unUl  January  19.  1979.    As  B.    MOTION  FOR  A  MORE  DEFINITE 

noted.  Mr.   Rogers'  answer  was  filed  on  STATEMENT 

March  20.  1979,  a  reasonable  Ume  consider-  [19-21 J    If  a  party  cannot  reasonably  be 

ing  the  complexity  and  sheer  volume  of  this  required  to  frame  an  answer  because  the 

^**^'  complaint  is  too  vague  or  ambiguous,  he 

On  April  17,  1979,  the  deposition  of  Mr.  may  move  for  a  more  definite  sUtement 

Max  Mortensen.  the  general  manager  of  the  before  answering.     F.ItClv.P.  12(c).     The 

Quimby   Island   Reclamation    District  and  pleading  must  contein  a  short  and  plain 

Facilities    Corporation,    commenced.      Mr.  sUtement  of  the  claim  showing  that  the 

Mortensen  had  been  unavailable  prior  to  pleader  is  entitled   to  relief.     F.ItCiv.P. 

that  time  because  of  a  pending  criminal  8(aX2).    If  the  pleading  meeta  the  require- 

prosecution  against  him  before  the  SEC.  menu  of  Rule  8  and  fairly  notifies  the 
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oppotanff  party  of  tht  mturt  of  Um  clsim.  « 
motion  for  «  mora  dofinitt  tuttmoiit  will 
not  be  grnnttd.  2  A  Moort't  Ftd^ni  Pne- 
tiet  1 12.18[1],  «t  23W  (2d  td.  1979).  "In  all 
•vormonu  of  fraud  or  miatako.  tho  etreum- 
•tancai  oonatitutinf  fraud  or  mistake  shall 
be  tUted  with  particularity.  Malice,  intent, 
knowledge,  and  other  conditions  of  mind  of 
a  person  may  be  averred  generally."  F.R. 
Civ.P.  9(b). 

After  examining  the  third-party  com- 
l^nt,  the  court  finds  that  in  paragraph 
one  of  the  third-party  complaint,  Mr.  Rog- 
en  incorporates  by  reference  the  consoiidAt- 
ed  amended  complaint  filed  by  plaintiffs, 
which  contains  a  detailed  description  of  the 
alleged  securities  fraud  Kheme.  In  para- 
graph three,  the  Packard  group  is  named  as 
a  third-party  defendant,  and  its  role  in  the 
alleged  scheme  is  specified.  Finally,  in 
paragraph  four.  Mr.  Rogers  explains  that 
he  seeks  indemnity/contribution  from  the 
Packard  group  because  of  its  participation 
in  the  scheme  already  described.  Consider- 
ing that  Rule  12(e)  "is  designed  to  strike  at 
unintelligibility  rather  than  want  of  de- 
tail.** ^  the  court  is  compelled  to  deny  third- 
party  defendant's  motion  for  a  more  defi- 
nite statement.  The  third-party  complaint 
is  not  so  vague  or  ambiguous  as  to  make  it 
unreasonable  to  require  a  proper  answer. 
The  various  pre-trial  devices  for  discovery 
can  be  utilized  to  fill  in  any  possible  gaps. 
See  2A  Moore's  Fedtni  Pnetict  *  8.13,  at 
8-115  (2d  ed.  1979). 

[22]  Accordingly,  the  Packard  group's 
motion  for  a  more  definite  statement  is 
denied. 

VII.    THIRD-PARTY  DEFESDANT 

STJX  A  CO.'S  MOTION  FOR  SUM- 
MARY JUDGMEST/TO  DISMISS 
AGAINST  UNION  BANK  OR  A 
MOTION  FOR  A  PROTECTIVE  OR- 
DER. 

Third-party  defendant  Stix  A  Co.  (herein- 
after Stix)  is  a  broker-dealer  who.  through 

48.    2A  Moore's  Federal  Practice  "12.18(1].  at 
2389  (2d  ed.  1979). 

44.    See  section  (IKC)(2)  for  the  discussion  about 
underwriters. 


iM«<isse> 

its  maaager.  Harry  Mayfieid.  ia  alleged  to 
have  been  a  member  of  the  syndicate  which 
underwrote  the  subject  bonds.**  As  noted. 
Union  Bank  was  the  trustee  of  the  expreaa 
trustt  created  by  the  bond/note  indenture 
and  was  the  party  executing  the  certificate 
of  authentication. 

On  May  14.  1979.  Union  Bank  filed  an 
amended  third-party  complaint  seeking  in- 
demnity  and  contribution  from  Stix.  This 
matter  is  before  the  court  on  defendant 
Stix'  motion  for  summary  judgment/to  dia- 
miss.  or  in  the  alternative,  motion  for  a 
protective  order. 

A.    MOTION  FOR  SUMMARY  JUDG- 
MENT/TO DISMISS 

Stix'  motion  is  based  essentially  on  two 
argumenU:*'  (1)  Union  Bank  is  not  enti- 
tled to  indemnity  for  any  of  the  claims 
alleged  against  Stix  in  the  third-party  com- 
plaint: and  (2)  Union  Bank  is  not  entitled 
to  contribution  for  any  of  the  claims  al- 
leged. 

1.    Indemnity 

Union  Bank  is  alleged  to  have  violated 
§$  17(a)  and  12(2)  of  the  Securities  Act  of 
1933.  §  10(b)  of  the  Securities  Exchange 
Act  of  1934.  and  Rule  lOb-^,  as  well  as  a 
variety  of  state  claims.  The  issue  of  feder- 
al indemnity  was  examined  in  detail  in  Sec- 
tion (VlXAXlXa)  of  this  order,  and  the 
court's  analysis  need  not  be  repeated  here. 

As  for  the  state  claims,  defendant  Union 
Bank  is  alleged  to  have  violated,  amon^ 
others.  Cal.Corp.(>)de  (West)  §§  25401  and 
25501.  provisions  which  prohibit  negligent 
misrepresentation.  Bowden  v.  Robinson,  67 
Cal.App.3d  705.  715.  136  Cal.Rptr.  871 
(1977).  Defendant  Union  Bank  seeks  in- 
demnity  for  this  provision  and  others.  The 
issue  of  stau  law  indemnity  was  examined 

47.  Sux  also  claims  that  it  did  not  sell  any 
securities  to  the  plaintiffs  in  this  action  so  it  did 
not  owe  a  duty  to  them  and  therefore  could  not 
be  held  liable.  Contrary  to  what  Stix  asserts, 
this  matter  was  certified  as  a  class  action  by 
order  of  this  court  on  June  9.  1978. 
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in  deuil  in  Section  (ViXAKlKb)  of  this 
order,  and  the  eourt's  analysis  need  not  be 
re<expk>red. 

2.    ContnbuCfon 

In  Section  (VIXAK2X«)  &  (b)  of  this  Or- 
der.  thtt  court  examined  the  issue  of  contri- 
bution in  securities  fraud  cases,  so  it  is  not 
necessary  to  re^xpiore  that  area.  One 
point  raised  here,  however,  that  was  not 
raised  in  the  Packard  group's  motion  is 
Stix'  assertion  that  since  Union  Bank  and 
Stix  served  different  functions  entailing 
different  duties,  then  they  cannot  be  liable 
in  tort  to  the  same  person  for  the  same 
harm. 

In  support  of  its  contentions,  Stix  cites 
WMSsel  V.  Egiowsky,  399  P.Supp.  1330.  1367 
(D.Md.l975).  Atrd,  542  F^  1235  (4th  Cir. 
1976),  which  said:  "The  necessary  predicate 
for  a  contribution  recovery  is  that  the  party 
it  is  recovered  from  be  t  'joint  tortfeasor*,  i. 
e..  that  he  be  liable  in  tort  to  the  same 
person  for  the  same  harm." 

The  court  finds  IVasse/  inapposite  and 
contribution  proper  in  the  circumstances 
presented  here.  The  court  in  WMsael  refus- 
ed to  permit  contribution  from  Central 
Trust  Bank,  an  esUblishment  which  had 
served  as  a  stock  transfer  agent  {id.  at 
1336-37)  because  the  court  could  find  no 
statute  or  case  imposing  liability  on  a  trans- 
fer agent  in  the  same  position  as  Central 
Trust  (id.  at  1367).  Also,  plaintiff  in  Wta- 
sel  was  a  person  with  whom  Ontral  Trust 
had  never  dealt  or  had  contact  Finally,  it 
neither  knew  nor  had  reason  to  know  of 
any  improprieties  in  the  re-issuance  of  the 
subject  shares.    Id.  at  1367  A  1368. 

[23]  The  record  presented  to  the  court 
does  not  permit  it  to  conclude  that  third- 
party  defendant  Stix  is  in  the  same  position 
as  Central  Trust  in  WMsaei  Stix.  unlike 
Central  Trust,  completed  transactions  with 
members  of  the  plaintiff  class.  Also,  as  a 
member  of  the  underwriting  syndicate.  Stix 
may  be  held  liable  for  violations  of  federal 
securities  laws.  Finally,  both  Union  Bank 
and  Stix  are  charged  with  being  active  and 
knowing  participants  in  a  securities  fraud. 
The  court  does  not  express  an  opinion  about 


Stix'  culpability,  but  it  must  point  out  the 
differences  between  the  situation  in  WMsad 
and  the  one  present  here.  If  both  Union 
Bank  and  Stix  are  found  liable  as  partici- 
pants in  the  allegedly  fraudulent  scheme, 
then  they  will  be  "liable  in  tort  to  the  same 
person  for  the  same  harm."  Since  the  court 
is  not  in  a  position  to  say  whether  or  not 
the  parties  are  liable,  third  party  defend- 
ant's motion  for  summary  judgment/to  dis- 
miss is  denied.  F.R.Civ.P.  56(c):  Powell  v. 
Southwestern  Bell  Tel.  Co.,  494  F.2d  485, 
489  (5th  Cir.  1974). 

B.    MOTION  FOR  A  PROTECTIVE  OR- 
DER 

Stix  also  seeks  a  protective  order  provid- 
ing that  depositions  taken  prior  to  the  oc- 
currence of  the  later  of  (1)  the  certificate  of 
the  suit  as  a  class  action,  or  (2)  the  ruling 
on  the  motion  of  third-party  defendant  Stix 
for  summary  judgment  will  not  be  used 
against  Stix.  and  further,  that  if  Stix  is  not 
released  as  a  party  to  the  action,  it  shall 
have  the  right  to  re-depoee  any  party  which 
has  already  been  deposed.  Stix  cites  no 
authority  for  its  motion  and  the  court  does 
not  And  its  factual  argument  persuasive. 
Accordingly,  Stix'  motion  for  a  protective 
order  is  denied. 

VIII.  THIRD  PARTY  DEFENDANT 
STIX  A  CO'S  MOTION  FOR  SUM- 
MARY JUDGMENT/TO  DISMISS 
AGAINST  HAROLD  E.  ROGERS.' 

As  in  its  motion  against  Union  Bank,  Stix 
maintains  that  third-party  plaintiff  Rogers 
is  not  entitled  to  indemnification  or  contri- 
bution for  any  of  the  claims  alleged  in  the 
third-party  complaint.  Since  these  issues 
have  been  discussed  in  earlier  portions  of 
the  order,  the  court  need  not  review  them 
again.    Accordingly,  this  motion  is  denied. 

IX.  THIRD-PARTY  DEFENDANTS 
PACKARDS'  AND  PRAHM'S  MO- 
TION TO  DISMISS  THIRD-PABTY 
COMPLAINT  OF  DEFENDANT  UR- 
BAN J.  SCHREINER  OR  MOTION 
FOR  A  MORE  DEFINITE  STATE- 
MENT. 

As  noted,  the  Packards  and  Prahm  were 
owners  of  Quimby  Island  and  allegedly  par- 
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ticiptud  in  the  talc  of  Quimby  ItUnd  to  the 
Quimby  Island  Rcdamation  Diitrict.  De- 
fondant  and  third-party  plaintiff  Urban 
Schreiner  was  the  attorney  who  issued  the 
bond-note  opinion  letters.  Mr.  Schreiner 
filed  his  answer  to  plaintiffs'  original  com- 
plaint on  June  30,  19T7.  He  subsequently 
filed  an  answer  to  plaintiffs'  consolidated 
amended  complaint  on  February  16,  1979. 
Ten  days  later,  defendant  Schreiner  filed  a 
third-party  complaint  without  leave  of 
court 

A.    MOTIOS  TO  DISMISS 

The  Packard  group  moves  to  dismiss  de- 
fendant Schreiner's  action  because  it  claims 
that:  (1)  contribution  is  not  recoverable; 
(2)  the  third-party  complaint  was  filed  im- 
properly according  to  F.R.Civ.P.  14.  and  (3) 
they  will  be  unduly  prejudiced  if  the  com- 
plaint is  permitted  to  stand. 

The  court  has  already  addressed  the  con- 
tribution issue  in  Section  (VIXAX2)  of  this 
order  and  found  that  contribution  is  permis- 
sible under  both  federal  and  state  law.  Ac- 
cordingly, there  is  no  merit  to  third-party 
defendants'  first  ground  for  denial  of  the 
third-party  complaint. 

Nor  can  the  court  accept  the  reasoning 
for  the  Packard  group's  second  ground  for 
their  motion  to  dismiss.  Under  Rule  14.  a 
third  party  may  be  brought  into  an  action 
and  the  party  impleading  "need  not  obtain 
leave  to  make  the  service  if  he  files  the 
third-party  complaint  not  later  than  10  days 
after  he  serves  his  original  answer." 
Whether  Mr.  Schreiner  needed  leave  of 
court  before  filing  his  third-party  complaint 
on  February  26,  1979.  depends  on  the  inter- 
pretation of  the  phrase  "original  answer." 

[24]  "An  amended  pleading  that  is  com- 
plete in  itself  and  makes  no  reference  to 
nor  adopts  any  portion  of  the  prior  pleading 

44.  The  court  is  rcinforctd  in  its  dcaston  to 
deny  third'p«rty  dtftndam's  motion  to  dismiss 
on  the  kMsis  of  Rule  14  btcstise  of  Htntley  v 
United  States.  4S  F.R.D.  352.  3S3  (D.Mont. 
1968).  in  which  the  court  suted  "that  leave  of 
court  must  be  obutned  not  for  pro* 

tection  of  the  ihird-party  defendant,  but  for  the 
protection  of  the  parties  to  the  pnnctpal  action 
who  have  a  tetitimate  concern  in  the  orderly 


isa«(U 

supersedes  the  latter."  3  Moore's  Federsi 
Pnetke  1 15.06(7].  at  15-127  (2d  ed.  1979). 
Accord,  LubiA  v.  ChicMgo  Title  A  Tntst  Co., 
260  F.2d  411.  413  (7th  Cir.  1958).  Under 
this  interpretation,  the  second  complaint  be- 
comes the  original  complaint.  It  necessari- 
ly follows  that  an  answer  to  such  a  com- 
plaint is  the  original  answer.  The  court 
finds  that  the  term  "original  answer"  refen 
to  the  first  answer  to  the  complaint  that  is 
in  effect  at  that  time,  as  opposed  to  an 
amended  or  supplemental  answer  to  that 
complaint.  This  .view  not  only  comports 
with  logic,  but  it  is  also  in  agreennent  with 
the  policy  objective  of  Rule  14(a)  which  is  to 
give  the  defendant  an  incentive  to  implead 
the  third  party  seasonably.^  3  Moore's 
federa;  PncUce  1 14.05(2],  at  14-197  (2d 
ed.  1979). 

Finally,  the  court  is  not  persuaded  by  the 
Packard  group's  final  argument  concerning 
prejudice.  The  compromise  reached  by  the 
bankrupt  district  and  third-party  defend- 
ants had  nothing  to  do  with  Mr.  Schreiner 
and  had  no  impact  on  his  rights  to  contribu- 
tion. As  before,  the  court  believes  that  any 
possible  prejudice  will  be  outweighed  by  the 
utility  of  having  all  aspects  of  this  litigation 
decided  in  one  proceeding. 

[25]  Accordingly,  the  Packard  group's 
motion  to  dismiss  is  denied. 

B.    MOTIOS  FOR  A  MORE  DEFINITE 

STATEMENT 

In  his  third-party  complaint  filed  on  Feb- 
ruary 26.  1979,  defendant  Schreiner  incor- 
porates the  consolidated  amended  complaint 
by  reference.  In  paragraph  three,  he  speci- 
fies the  role  the  Packard  group  played  in 
the  alleged  scheme.  Upon  examination,  the 
court  does  not  believe  the  third-party  com- 
plaint is  so  vague  and  ambiguous  that  it 
would  be  unreasonable  to  require  an  an- 
swer. 

and  Umely  disposition  of  their  litigauon.  Since 
the  timeliness  of  the  procedure  is  of  no  concern 
to  the  third  party  when  he  is  brought  in.  he 
may  not  challenge  the  jurisdiction  of 

the  court."  The  ten-day  limiution  of  Ruie  14  is 
thus  for  the  protecuon  of  the  parties  in  the 
action  and  since  none  of  them  have  com- 
plained, the  court  feels  that  impleader  is  prop- 
er. 
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[26]  Accordingly,  the  Paekftrd  group's 
motion  for  a  more  definite  statement  is 
denied. 

X.    THIRD-PARTY  DEFESDANTS 

PACKARDS'  A.\D  PHRAHM'S  MO- 
TION TO  VACATE  THE  ORDER  AL- 
LOWING USIOS  BANK  TO  FILE  A 
THIRD-PARTY  COMPLAINT.  OR 
MOTION  TO  DISMISS  THE  AMEND- 
ED THIRD-PARTY  COMPLAINT. 
OR  MOTION  FOR  A  MORE  DEFI- 
NITE STATEMENT  AS  TO  COUNTS 
18.  19.  20.  and  25. 

On  April  20.  1979.  this  court  issued  an 
order  granting  Union  Bank's  motion  to  file 
a  third'party  complaint.  Union  Bank  filed 
an  amended  third-party  complaint  on  May 
14. 1979.  This  matter  is  before  the  court  on 
the  Packard  group's  motion  to  vacate  the 
earlier  order  permitting  the  third-party 
complaint,  or  to  dismiss,  or  motion  for  a 
more  deflnite  statement 

A.    MOTION    TO    VACATE   OR   DIS- 
MISS 

On  April  20. 1979.  the  court  held  hearings 
before  issuing  ita  order  granting  leave  to 
file  the  third-party  complaint  The  former 
counsel  for  the  Packard  group  was  present 
at  the  hearing,  but  said  nothing  in  opposi- 
tion to  Union  Bank's  motion.  After  the 
motion  was  granted,  he  requested  the  court 
to  direct  Union  Bank  to  provide  him  with 
free  copies  of  the  discovery  that  had  thus 
far  taken  place  in  the  action.  He  also 
agreed  to  accept  service  of  the  first  com- 
plaint on  the  Packard  group's  behalf.  As 
will  be  seen,  the  court  finds  no  reason  to 
reconsider  its  decision  to  permit  Union 
Bank's  third-party  complaint  and  according- 
ly denies  the  Packard  group's  motion  to 
vacate  the  earlier  order. 

The  Packard  group  moves  to  dismiss  the 
amended  third-party  complaint  on  several 
grounds:  (1)  Union  Bank  fails  to  state  a 
claim  for  contribution;  (2)  Union  Bank  fails 
to  state  a  claim  for  indemnity:  (3)  Union 
Bank  fails  to  state  a  claim  for  constructive 
trust:  and  (4)  the  Packard  group  will  be 
unduly  prejudiced  if  the  motion  is  granted. 


1.  Indemnity 

Thb  issue  has  been  raised  throughout 
these  motions  so  that  no  further  elaboration 
is  necessary  here. 

2.  Contribution 

As  with  the  indemnity  issue,  the  court 
has  examined  this  question  in  detail  and 
concluded  that  contribution  is  proper.  Ac- 
cordingly, the  Packard  group's  motion  to 
dismiss  as  to  the  contribution  claim  is  de- 
nied. 

3.  Constructive  Trust 

In  count  twenty-five  of  the  amended 
third-party  complaint.  Union  Bank  re- 
quests: 
4.  That  this  court  impress  a  constructive 
trust  upon  any  monies  re-rcccived  by  Ox- 
ford Life  Insurance  Company  and  the 
Packards  and  Prahm  for  monies  received 
directly  or  indirectly  out  of  the  proceeds 
of  the  sale  of  the  securities  which  consti- 
tute the  subject  matter  of  plaintiffs'  con- 
solidated amended  complaint 

The  Packard  group  opposes  Union  Bank's 
claim  for  constructive  trust  for  five  rea- 
sons: (1)  it  is  not  appropriate  under  P.R. 
Civ.P.  14;  (2)  Union  Bank  comes  to  equity 
with  "unclean  hands";  (3)  Union  Bank 
lacks  standing  to  assert  a  claim  for  con- 
structive trust;  (4)  the  District  released  the 
Packard  group  from  all  claims;  and  (5) 
Union  Bank  is  not  a  real  party  in  interest 

"A  constructive  trust  is  a  remedy  used  by 
a  court  of  equity  to  compel  a  person  who 
has  property  to  which  he  is  not  justly  enti- 
tled to  transfer  it  to  the  person  entitled 
thereto.  The  trust  is  passive,  the  only  duty 
being  to  convey  the  property."  7  Witkin. 
Summary  of  CdifomiM  Law  $  131.  at  5487 
(8th  ed.  1978.) 

Neither  side  submits  much  legal  authori- 
ty for  its  respective  position.  On  the  sur- 
face, it  sppears  that  a  constructive  trust 
may  be  merely  indemnity  under  another 
cover.  In  any  event  a  constructive  trust  is 
a  remedy  used  by  a  court  of  equity,  so  the 
point  need  not  be  decided  now.   The  matter 
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can  bt  •xmmincd  afUr  trial  when  the  rteord  rtgnUrad  brolwr/deater  who  Mfved  at  an 

it  mora  eoRipltU.    Tht  iaaiit  may  Mver  underwriter  of  both  the  bonds  and  notes, 

present  itself.  Defendant  Rogers  was  president  and  larg- 
est shareholder  of  MuniciCorp  while  de- 

4.    PnjudiM  fendant  Stahl  was  executive  vice-president 

The  issue  of  prejudice  has  been  raised  by  and  a  shareholder  of  MuniciCorp  (the  three 
the  Packard  group  previously  and  the  court  will  hereinafter  be  referred  to  as  the  Muni- 
has  examined  it  in  sections  (V1XAX3)  and  ciCorp  group.)  They  are  alleged  to  have 
(IXXA)  of  this  order.  After  examining  the  been  involved  in  the  fraudulent  scheme 
moving  papers,  the  court  feeh  that  defend*  which  is  the  subject  of  this  lawsuit 
ant  Union  Bank  has  proceeded  diligently  q„  j^,^  20.  19T7.  the  MuniciCorp  group 
and  expeditiously  in  proeecuting  iu  third-  ^nj^^^red  plaintiffs'  initial  complaint.  They 
party  action,  and  the  court  feels  that  any  .„^,^  plaintiffs'  amended  complaint  on 
prejudice  is  outweighed  by  the  utihty  of  j.^,,^  jg  jyTg  ^s  noted,  the  amended 
having  all  aspecU  of  this  litigation  decided  consolidated  complaint  was  filed  in  Novem- 
in  one  proceedmg.  ^^  ^^  ^^  ^^^  ^^^  ^^  MuniciCorp  group 

[27]    Accordingly,  the  Packard  group's  nied  ito  answer  and  the  accompanying  mo- 
motion  te  dismiss  is  denied.  tion  for  leave  to  file  the  third-party  com- 
plaint.   In  light  of  Section  (IXXA)  of  this 

B.    MOTION  FOR  A  MORE  DEFINITE  ^^^  j^  ^j,ich  the  court  concluded  that  an 

STATEMENT  answer  to  the  consolidated  amended  com- 

[28]    The  court  has  examined  the  amend-  plaint  was  an  "original  answer"  within  the 

ed  third-party  complaint  filed  by  Union  meaning  of   Rule   13(a),   the   MuniciCorp 

Bank  and  finds  that  in  count  one.  para-  group  may  file  the  third-party  complaint 

graph  three,  Union  Bank  incorporates  by  without  leave  of  court.   Moreover,  the  court 

reference  the  consolidated  amended  com-  g^^  nothing  dilatory  in  the  MuniciCorp 

plaint.     In  count  eighteen.   Union   Bank  group's  action  and  believes  that  any  possi- 

specifies  the  position  of  the  Packard  group  ^^  potential  prejudice  that  might  be  suf- 

in  the  alleged  scheme  and  describes  the  acu  f^^^  j,  outweighed  by  the  utility  of  having 

for  which  it  seeks  contribution.    A  similar  ^|,  ^p^^ts  of  this  litigation  decided  in  one 

provision  b  incorporated  in  counts  nineteen,  proeeeding.* 

twenty,    and    twenty-five,    whera    Union  ^    .,                     .u  *   .1.     u    •  •/* 

Bank  requesu  indemnity,  partial  indemnity.  Besuies  claimmg  that  the   MuniciCorp 

and  the  application  of  a  constructive  trust.  ««>"P   "n'*>«^y   <*«'*y^   m   bringing   the 

lespeetively.    The  court  believea  that  the  third-party  action,  the  Psckard  group  main- 

third-p«ty  complaint  is  M>t  so  vague  and  tains  that  the  MuniciCorp  group  improperly 

ambiguous  as  to  make  it  unreasonable  to  requesto  the  imposition  of  a  construcuve 

require  a  proper  answer.    Accordingly,  the  trust    The  court  has  sddressed  this  issue 

Packard  group's  motion  for  a  more  definite  «»riier  and  concluded  that  it  should  be  Uk- 

stoteraent  is  denied.  «n  up  at  a  later  time. 

XL    DEFENDANT    MUNICICORP    OF  W    ^^^^'^J'  ^''''T^^'"  JUl'^ 

CAUFORNIA.  KEWiETH  W  ROG>  ^  ">•  *  «»»«»-P^y  ""P>*»«^  "  ««"^- 

ERS,  AND  ALAN  M.  STAHL'S  MO-  In  accordance  with  the  foregoing,  it  is 

TION   FOR   LEAVE'  TO   FILE  A  hereby  ordered  ss  follows: 

THIRD-PARTY  COMPLAINT.  (i)  Defendant  Union  Bank's  Motion  for 

In  the  consolidated  amended  complaint.  Summary  Judgment  against  Plaintiffs  is 

plaintiffs  mainUin  that  MuniciCorp  is  a  denied: 

4t.    The  third-party  compUuit  filed  by  ih«  Muni-  parties.  J.  A.  Sanford  A  Co..  which  was  the 

ciCorp  group  is  subsuntially  the  same  as  those  principal   underwriter  of  the  bonds  and  W. 

filed  by  defendants  Union  Bank.  Harold  E.  Rof  Charles  Jensen,  its  former  head,  are  added, 
ers.  Jr..  and  Urban  J.  Schreiner.     Two  new 
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(2)  PUintiff    BondhoM«ra'    Motion    for  ttetivo  Order  is  denied: 

Summary  JudKiMnt  agminet  defendant  Un-     ^g,  Third-Party  Defendant  Stix  A  Co't 
ion  Bank  w  denied:  Motion  for  Summary  Judpnent/To  Dismiss 

(3)  Plaintiff    Noteholders'    Motion    for  against  Harold  E.  Rogers  is  denied: 
Summary  Judgment  against  defendant  Un.     (j)  Third-Party     Defendants     Packaids' 
ion  Bank  is  denied;  ^„j  p^^.,  jj^jj^^  ^  p-^^j^  Third-Party 

(4)  Defendant  Gibraleo,  Inc.  and  Gun-  Complaint  of  Defendant  Urban  J.  Schreiner 
ther's  Motion  to  Dismiss/For  Summary  or  Motion  for  a  More  Definite  Stetement  is 
Judgment  against  Plaintiffs  is  granted  as  denied; 

?4l?of''~  ^'' "*' ^**^  *  ^^^' ^*  ^'•^•^*  (10)  Third-Party  Defendant.  Psckards' 
'  '*'^^f'  and  Prahm's  Motion  to  Vacate  the  Order 

(5)  Third-Party  Defendant  Wilkins'  Mo-  Allowing  Union  Bank  te  File  a  Third-Party 
tion  te  Dismiss  against  Third-Party  Plain-  Complaint,  or  Motion  te  Dismiss  the 
tiff  Union  Bank  is  denied,  subject  to  recon-  Amended  Third-Party  Complaint,  or  Motion 
sideration  after  further  briefing;  for  a  More  Definite  SUtement  as  to  Counu 

(6)  Third-Party     Defendants     Packards'  18>  19,  20.  and  25.  is  denied; 

and  Prahm's  Motion  to  Dismiss  Third-Psrty  (11)  Defendant  MuniciCorp  of  California, 
Complaint  of  Defendant  Harold  E.  Rogers  Kenneth  W.  Rogers,  and  Alan  M.  Suhl's 
or  Motion  for  a  More  Definite  Statement  is  Motion  for  Leave  to  File  a  Third-Party 
denied;  0)mplaint  is  granted. 

(7)  Third-Party  Defendant'  Stix  A  Co's 
Motion  for  Summary  Judgment/To  Dismiss 
against  Union  Bank  or  a  Motion  for  a  Pro- 
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II  MJ3A|iara(i.  •!  ol.  «  Cowmwrciol  4  Iwdiwlrial  tank  of  t*mmphh.  at  d. 

United  Suiw  Diatrici  Court.  Southcnt  Diflrici  of  New  York.  75  Civ.  1274  (LBS)  April  II. 
1979.    Amended  on  April  18.  1979    Opinion  in  fall  text. 

SecwMia  4ci  Ewptlowe  IndMitrtol  Oewelopmefil  Bond»— Summery  Judgment.— The 
question  of  whctlier  bund»  wtre  iwucd  by  a  "puliiical  subdivision"  or  werr  tax-exempt  industrial 
bonds,  within  (Jie  coverafe  of  the  exrmpliun  prmided  Kv  Section  }laN2i  of  the  Securtiies  Act. 
could  not  be  deietmined  on  a  itwtion  fur  summary  Judgment  It  v^as  for  a  )iir\-  lo  deitfrmine  the 
taa  tiatua  of  Uic  bonds. 

See  12021.  "Secutilics  Act— Exemptions'  division.  >A)lume  1 

SecurttlM  Act— Dennlllon  of  Ploapectua— Opinion  Letter—Bonds— Subsequent  Mailing.— 
A  bond  opinion,  printed  on  every  bond  certificate  mailed  to  purchasers  after  the  sale  vbss  com- 
pleted, constituted  a  "prospectus"  within  the  meaning  of  Section  12(2)  of  the  Securities  Act. 

See  1I4SI,  "Socurfties  Act— DeTinltions"  division,  and  14735.  "Securities  Act— Liabilities' 
division.  ^WiHne  I. 

tsioiWsB  Acti  AmtfiOMil  Mvoie  RIgiM  of  Acttaa.- Until  the  Supivme  Court  addresses 
(he  issue  or  the  Second  Circuit  reverses  itself,  the  district  court  will  adhere  to  the  rule  in  the 
Circuit  (hat  Section  17(a)  of  the  Securities  Act  provides  a  pnvate  right  of  action. 

See  MSIS.  "Securities  Ad— Liabilities'  division.  Volume  I. 

Eachange  Act  AnMfraud  CuniMlatf<>e  Remedlea.- The  court  reiected  the  argument  that  a 
private  nemedy  cannot  be  implied  under  Section  KNb)  of  (he  Exchange  Act  where  an  express 
remedy  is  available  under  Section  12  of  the  Securities  Act.  The  remedies  provided  bv  Section 
10(b)  aiT  cumulative  and  not  exclusive. 

See  *22.72l  and  22.723.  "Exchange  Act — Manipulations:  National  Market  System"  division. 
Volume  2. 

Antlf^wad  Bdenlsr  Bend  Counsel— Bummary  Judgment. — Summarv  judgment  wm%  in- 
appropriate on  the  question  of  whether  a  law  firm  issuing  a  bund  opinion  violated  the  antifraud 
provisions  On  the  evidence  presented,  the  court  cuuld  nut  definitively  resolve  whether  the  firm 
knew  or  should  have  known  of  the  alleged  fraudulent  scheme. 

See  MSIS.  "Securities  Act— Liabilities'  division.  Volume  I:  and  '22.721  and  22.725.  '  Ei- 
change  Act  —Manipulations:  National  Market  System"  division.  Volume  2 

Antifraud— Class  Action  Adequacy  ef  Bepfesentallv^— Honesty.— Th«  failure  uf  i.lass  rep- 
resentatives to  disclose  the  circumstances  surrounding  ihcir  purchase  of  hunds  in  iheir  iniiial 
alTidavit  did  imm  «varrant  class  decertification.  This  appeared  to  be  a  situation  uherr  plainiiffa 
unschooled  in  securities  law  litigation  and  represented  by  inadequate  counsel  at  the  time,  biled 
to  notKe  that  their  affidavit  omitted  the  facts  surrounding  the  receipt  uf  a  pru^peiiu^  Sur  could 
class  counsel  be  deemed  inadequate  because  it  chose  a  litigation  strategv  arguing  that  (he 
second  bonds  were  not  parity  bonds. 

See  922.721  and  22.72S.  "Exchange  Act — Manipulations.  National  Market  Svstem"  division. 
VBhime2. 

R.  Alan  Stotscnburg.  New  York.  N.Y.,  br  plaintifTs. 

lantcs  J.  Ihriey.  Scottsdale.  Aritotui.  for  intervenor-plaintifTs 

While  A  Case.  New  York.  NY.,  for  defendant  Commercial  4  Industrial  Bank  uf  Memphis. 

Rogers,  Hoge  A  Hills.  New  York.  N.Y..  (or  defendants  LinJe  Thomson  and  Kohn 
Sand.  District  Judge;  ThisCoun.  in  an  opin-     neprcsented  by  Jerome  Shenker  with  R  Alan 
ion  filed  on  August  22.  1978.'  determined  that     Stotkcnburg  as  coun^l. 
this  securities  action  could  be  maintained  as  a 
class  action  and  certified  two  classes:  pur- 
chasers of  bonds  issued  by  the  Buffalo  \^llc>-         Plaintiff  Shenker  on  behalf  of  the  second 
Gas  Authority  ("Authority")  in  Julv.  1973.  rep-     class  of  bond  purchasers  now  muves  fur  sum- 
resented  by  Jukeph  and  Haael  Day  with  James     mary  judgment  against  defendants'  Linde 
F.  fbriey  as  counsel,  and  purchasers  of  bonds     Thomson  \fmn  Dvke  fvirchild  4t  Langwonhx 
issued  by  the  Authority  in  December.  1973,     ("Linde  Thomson")  and  Herbert  M    Kohn 


'M^wsftw.  tliM  oeiitiew  IS  wl^we  t»  as  tlw  ctfttflcitioii    ••■;  ammni  mdividuAU  uivolvwd  m  ih*  cmtwit  of  um  Am 
OiMon.  (Honiy  ant  tiw  conauuciMn  of  the  brihim  and  cvnaiii 

yndafwnUra  invoMid  in  tht  i»tu«nc«  af  th*  bondt  Smct 
*Alaa  nMi««e  as  4«lbii4anU  ai*  Itw  banJi  whieli  actas  aa    thu  action  was  filed,  th*  Authnniy  t  r«r«i\»r  haa  b««n 

Um  AuUwnty  and  m»  mui-    awnlaS  laawi  le  iwiarwna  aa  a  d*iMtdani 


Reproduced  with  permission  from  Federal  Secnririeg  lav  Rer»orts 

published  and  copyri>»hted  hv  Connix-rco  L'jo;irin>i  I  louse,    Iik". ' 

4025  W.   Peterson  Avenue.  Chicaqo,   II,    ()U04(). 
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("Kohn").'  Defendants  Linde  Thumson  and 
Kuhn  move  tu  duiniss  the  complaint  fur 
bilunt  to  Sktaic  a  claim  upon  ^hich  relief  can 
be  granted  pursuant  to  FR.Civ  P  l2(bX6)  or. 
aiiemativciy.  for  »ummarv  judgment.  Finally, 
defendants  Linde  Thomson  and  Kuhn  move  to 
decertify  this  action  at  a  class  action  ur.  alter- 
njtixcU  to  dci«rriif\  Juxcph  Di«\.  Ha/c'  r>av 
jnt!  Jcron»v  Shcnkcr  ;«%  tlasN  ri'prcM:nijti\cs 
4nd  R    Alan  Siuthcnbur^  as  lI^ns  counvrl  * 

The  unJvrKmg  facts  and  prM.edural  hi^iurv 
are  stt  forth  in  the  certificAtiun  upiniun  and 
will  not  bv  repeated  here  Since  that  opinion 
was  filed,  plaintiffs  mo\-ed  to  amend  their 
complaint  to  a&scn  a  claim  under  section  12(2) 
of  the  Securities  Act  of  1933.  IS  U.S.C  «I7(1) 
and  to  correct  an  arithmetic  error  in  the  ad 
da>nnum  clause.  Leave  to  amend  «V8S  granted 
on  October  18.  1978. 

Detendants  Motion  lo  Diimtst 

Defendants  Linde  Thomson  and  Kohn  con> 
tend  that  the  complaint  must  be  dismissed  be* 
cause,  as  a  matter  of  law.  it  fails  to  state  a 
claim  under  §12(2)  of  the  Securities  Act  of 
1933.  IS  use  §17(1).  $l7(a)  of  the  Secunties 
Act  of  1933.  S77(q).  and  §10  of  the  Securities 
Act  of  1934.  15  U.S.C.  §78(j). 

Saciion  t2(2}  elatm: 

Defendants,  contend  that  the  Authoritv 
bonds  are  exempt  fiom  coverage  under  §12(2) 
of  the  1933  Securities  Act  because  thcv  are  ci- 
ther bonds  issued  by  a  "political  subdivision" 
or  tax-exempt  industrial  bonds.*  Plaintiff  does 
not  dispute  that  such  categories  of  securities 
arc  exempt  from  §12(2)  coverage,  he  argues. 


however,  that  the  Authority  bonds  are  non-ex- 
empt industrial  bonds  and  thus  within  the 
ambit  of  §12(2). 

On  the  papers  before  us.  vtc  cannot  classify 
these  bonds  as  either  bonds  issued  bv  a  "polit- 
ical subdivision"  or  tax-exempt  industrial 
bonds.  The  record  indicates  that  the  Authority 
wa»  created  under  the  iern^<  uf  an  Oklahoma 
sutute  eniiiird  "Trusts  fur  ihc  Rjrihvranci.-  'jf 
Public  Rjnctiuns."*  Although  uc  agree  vviih  the 
defendants  that  bunds  issued  by  other 
Oklahoma  trusts  pursuant  to  this  statute  have 
been  found  by  the  Internal  Revenue  Serxue  to 
be  bonds  "issued  by  a  political  subdivision".' 
we  find  that  this  ruling  is  not  dispositive  of  the 
case  before  us  Initially.  m«  note  that  the  ruling 
cited  by  defendants  is  explicitly  limited  to  the 
[acts  of  the  Oklahoma  County  Uiilitv  Services 
Authority.  Moreover,  the  Supreme  Court  of 
Oklahoma  had  previously  sustained  the  \alid- 
ity  of  that  trtist  and  the  acceptance  of  the  bene- 
ficial  interest  by  the  Board  of  Cuunlv  Commis- 
sioners uf  Oklahoma  County  Thus,  the  Inter- 
nal Revenue  Service  could  conclude  as  to  tli^t 
trMsi  that  "income  will  never  accrue  tu  the 
benefit  of  any  person,  firm,  or  corporation."* 
Such  a  conclusion  cannot  be  drawn  in  the  in- 
stant action.  Plaintiff  disputes  that  the  bonds 
were  validly  issued  on  behalf  of  the  Ciiv  of 
Clayton.* 

Similarly,  we  cannot  conclude  on  the  facts 
before  us  tJut  the  bonds  are  tax  exempt  indus- 
trial bonds.**  In  order  to  qualify  fur  the  tax 
exemption,  substantially  all  uf  the  proceeds  of 
the  bond  must  be  used  to  provide  facilities  for 


*Plainufl!i  for  boUt  bond  cIusm  •ito  mowt  for  an  ordtr 
pursuant  to  F  R  Civ  P  23  dirvcting  tltM  notm  be  given  lo 
ittoM  ciost  mombors  whoa*  idoniiiy  hat  baon  aacorutnod 
by  publication  m  tlw  Amona  HtpHblte  artd  pormitting 
plaintifTs  to  employ  a  locator  aarvic*  with  raspact  to  anva- 
lepaa  containing  clasa  notica  which  have  baan  ratumad  by 
tlM  U  S  Poatat  SorvK*  nwrltad  "undaliwarabla*  At  oral 
•rgumant  of  llwaa  motioiis  on  March  H.  IVTf.  tha  partiaa 
adviaad  th*  Court  tHai  thay  had  laacltod  an  agraamant 
among  tHamaalvaa  concammg  Uia  quaatwn  of  notica  and 
wa  wtil  daam  thn  moiaon  to  bo  withdrawn 

•Dofandani  CommorciaJ  ii  IndiAtrial  Bank  ("C  ii  I 
Bank*)  alto  tubmittad  an  alTidavit  and  mamoraitdwm  of 
law  in  support  of  ihis  motion. 

*S«ctMto  Ili2)  doaa  not  apply  to  Uioaa  caiagonaa  of  •»• 
cuntioa  hatad  in  ISiaXS)  Umi  aactian  piovidaa  in  paninant 

"Eacapt  at  homnadar  aapraaaly  provided,  the  provi- 
Bwna  of  ilus  uiia  thaU  not  apply  to  any  of  the  following 
I  of  aacunt«aa. 


'3)  Any  femriiy  iMtutd  or  guaranteed  by  the  United 
SiMea  or  any  territory  (heivof.  or  by  the  Diftnei  of  Colum- 
bia, or  by  any  State  of  the  tJniiad  Staiee.  or  by  any  politi- 
cni  ftebdiT-wion  cf  o  5lM«  or  lkmtor$.  vr  by  amy  puMic 
matrvawwialtiy  cfomt  or  Me*v  5ioiet  nr  THrtiertei.  or  by 
any  peraen  contraliad  or  auparviaad  by  and  acung  aa  an 


inatrumentaiity  vt  iho  Gowamment  at  ttw  Unttad  Staiea 
pursuant  lo  authority  granted  by  the  Congraaa  of  the 
tJniiad  Suies.  or  any  aicitncn  wfticli  u  on  iNdiuin«< 
daveiopmeni  bend  i—  dtfinad  m  tfciion  iMTcXli  of  ihe 
/niemai  Rnwnue  Coda  «/  lf»4t  like  iMe*«w  on  urhicM  u 
osriudaMe  from  gfoat  incoMe  andar  ftriien  lOJra^h  ef 
tuch  Coda  iC  by  raaaon  of  the  application  of  paragraph  I4) 
or  Id)  of  taction  lOltc)  ot  tuch  Code  (determined  aa  if  para- 
grapht  UXAk  (Si  and  (T)  were  not  mctwded  in  tuch  tectior< 
IMca  pwograph  (I)  of  tuch  aoction  IMic)  doea  not  apply 
to  auch  aacunty...*  (a 


■Oklahoma  ttatwiaa  ling-tgO  (Supp  Wm 

*nav  RuL  ST-IU.  ItST-l  C.B.  M. 

•Id.  at «. 

•Plainuiralao  iviioa  on  Revenue  Ruimg  OIO.  IN3-I.  24 
llua  ruling.  howe>«r.  covert  obligations  laaued  by  a  non- 
paoAt  corporation  formed  under  the  general  nonproftt  cor 
poratMn  law  of  a  state  *  THere  is  no  contention  here  thai 
the  Authonty  la  a  nonproftt  corporation  formed  under  the 
generoi  nonpraftt  corporMion  law  of  Oklahoma. 

>*ir  (he  iMHida  are  not  bonda  uf  a  politicai  lubdnnaion. 
the  parties  agrae  that  they  are  "industrial  developmeni 
bends*  pursuant  to  Inlomal  Revenue  Code  «109ibK2l  The 
i  dispute,  hoawvsr.  their  tax  status 
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the  lucal  hirnishint  of  gas  r'«0%  nik")."  ••• 
csuic  ih«  Authoriiy  alrvady  had  a  supply  con- 
tract with  Wyoming  Oil  A  Gas  Company 
("Wyoming")  which  tnablcd  it  to  obtain  all 
tha  gat  it  needed  from  Wyoming,"  plamiifTar 
guet  thai  the  1400,000  expended  by  the  Au- 
thority to  purchase  the  well  from  Wyoming 
did  not  qualify  as  an  acquisition  expense  and 
thus  the  904(  rule  was  not  met.'* 

In  »upport  uf  this  argument,  plaint ifT  ciics  a 
Iciivr  uf  ih«  Internal  R«\*nue  Cummissiuner 
Alexander  lu  the  Securities  and  Exchange 
CommusiiMi,  dated  July  27, 1976,  in  which  the 
Internal  Revenue  S4:r\ice  set  forth  the  rule 
that  certain  leaseback  arrangements  do  not 
qualify  for  tax-exempt  trvatricnt: 

'Finally,  there  are  certain  other  costs 
which,  under  the  Cacts  submitted,  may  be 
considered  nonqtialifying.  Assume  a  com- 
pany already  owns  some  equipment,  sells 
the  equipment  back  to  the  issuer,  and  then 
enters  into  a  lease- purchase  arrangement 
similar  to  that  in  Rev.  Rul.  68-590,  1968-2 
.C.B  66.  We  %MOuld  consider  the  transaction 
to  be  a  secured  loan  and  nut  an  acquisition 
under  section  l03(cK6XA)  of  the  Code,  and 
the  toul  coat  would  not  qualify." 
Defendants  do  not  dispute  that  the  Authority 
paid  $400,000  for  the  well.  They  argue, 
however,  (hat  the  «i«il  acquired  by  the  Au* 


ihority  was  unquestionably  a  depreciable 
property  within  the  guidelines  outlined  in 
Commissioner  Alexander  s  leiier  and  the  lease- 
back arrangement  found  obiectionable  by 
Commissioner  Alexander  does  not  apply  lo  the 
Authority's  purchase. 

We  need  not  resolve  this  issue  now.  In  the 
letter  referred  to  above  Cummissiuner  Alex- 
ander staled  that  onl>  ^><ina•lldtf  ^nd  reasun- 
able  costs  of  acquisition  lA  l^nd  or  depreciable 
property  qualify."  It  is  lor  a  jurv  ti>  decide 
whether  purchase  uf  a  gas  well  fur  S400.000  is 
a  bona-fide  and  reasonable  cost  considering 
that  Wyoming  purt:hased  the  well  lur  SS.OOO 
and  that  the  Authority  had  a  supply  contract 
with  Wyoming  which  granted  them  the  right 
to  use  the  gas. 

Besides  arguing  that  the  bonds  do  not  come 
within  the  purview  uf  §12(2).  defendants  argiic 
that  the  statute  is  inapplicable  to  the  (acts  vt 
this  action  because  ilieir  opinion  lett^  was  not 
a  "prospectus"  and.  even  assuming  that  it  was 
a  praspcctut.  the  sales  to  plaintiffs  were  not 
made  by  "means  of  a  prospectus",  i.e..  the  bond 
opinion  was  sent  to  plaintiffs  afitr  the  bond 
sales  had  been  completed. 

Wk  disagree.  Section  2(10)  broadly  deHnes 
"prospectus"  to  include  any  letter  or  com- 
munication which  offers  any  security  for  sale 


UI.R.C.  IMIIbKM 

"Cmuui  aMinat 
pljr  lo  any  oMnatioii  which  m 
wbetMiuatty  all  oTth* 


0)1 
M  pan  of  M  lUiM 
of  wiMcli  art  le  be  uMd  le 


canwnUon  or  tn4o  show  (teiliUaa. 


inMiUnc  IMUlws. 
IlKiMna  dmcUjr 


(A) 

(B>  aaoru  keilitioa. 

(O 

<D)     . 
partiinc  tociliuoa.  or 
raiaiad  lo  any  of  Uw  fcwgotm- 

(Ci  wrmat  or  telie  MBit  etapoaal  kctiiuos  or  bnMMs 
tor  Uw  loeoi  Atfmahmt  or  tiactnni  amrfy  or  flaa. 

(D  air  or  ««iar  poUuUeii  coiMrol 

(Ct  IhnlMwa  tor  iho  AmualMiia  af 
IT— 

(II  tlw  «oier  l«  or  wtU  bo  nwtfo  owoilaMt  to  inaiiiban  ti 
ttto  lonaral  puMw  <inrliitfin«  aloctrK  vttMy.  mdiMtnal.  ac 
ncuMyraJ.  or  commoraal  uaorai  and 

(III  aithor  iho  IbctUun  aie  opanSid  by  a  gowofiuMfital 
unit  or  tho  raira  for  iho  himiahing  or  saJo  oT  tho  water  have 
b««n  nubluhod  or  approved  by  a  Stalo  or  pobticat  sub- 
emsMn  thofoor.  by  an  aconcy  or  inauwmontality  oT  U«t 
Umtod  Stakn.  cr  by  a  pwbbc  lorvic*  or  pwbbc  utility  com- 
miaaMM  or  otltor  similar  body  U  any  Staio  or  pebbcal  Mb- 

aiviaton  thoraoT. 


fhr  pufioiai  or  subpor^vaph  (C^  tb*  local  hifiuahina 
«r  alactnc  anoriy  riram  •  Ibeibiy  shall  uwludo  AimMhinc 
aoWly  withui  iho  aroa  cenaiatin«  ofa  city  and  1  conucuoua 
county.' 

The  phroeoa  "Buhoianiially  all  or  the  procao*r  hao  boon 
tmarpnlH  under  II  IO^«a)  of  iho  Incomo  Ite  Haguto- 
Uana  to  i««uii*  that  ai  laaat  mnoty  porcont  oTtho  precaoda 
bo  aapandad  on  iho  osoinpt  bcility. 

•moithor  party  tubmitttd  a  copy  or  th*  supply  contract 
botwoon  Wywninc  and  tho  Authonty  Pbr  tha  purpeoca  oT 
thia  motion,  wo  hawa  aaaumod  Uwi  MCh  a  contract  oviatt 
and  UiM  It  givoa  tho  Authority  tho  nght  to  pwichaao  gaa. 

"The  Authority  rwai*od  apprevimaialy  •.4Tt.00O  ftom 
tha  two  bond  aawet.  Ilw  only  duburaamonl  at  laa 
la  ttM  liao.Oa>  ac«wtaiUon  coat  oT  Uw  gaa  wolL  Dio  • 
diaburaamantt  ftom  tho  procoodt  oT  tho  AuUtority  ■  i 
laauaa  am  aat  torUi  in  Eahibit » to  tho  Aindavit  of  Richard 
Schttlman  submitted  in  support  ol  this  noUen. 

»«Tho  Commiaaionor  aiaiod  Thos.  an  induatnal  do- 
wlopmort  bond,  which  othorwiao  «uaMfla«.  win  bo  tan 
Mompt  if  at  laaat  SO  porcont  oT  tho  bond  procMds  is  at- 
locobia  to  tho  bona  Ado  and  rratonaMo  coMaarac^iMm- 
tion.  construction,  roconatruction.  or  imprevomont  oT 
land  or  doprrciablo  proporty  iqualifymf  coaut.  artd  no 
mom  than  l«  porront  or  tho  bond  pracaods  m  allocablo  to 
other  roaU  inonqualirying  coatti"  L*ttor  to  Comtnia- 
K  M.  Milla.  dalad  July  V.  ItTS.  p  3 
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or  cofifirms  ihe  isle  of  any  tecuriiy  We  also 
find  thai  the  bond  opinion,  prmicd  on  every 
bond  ccnificaie  mailed  to  purchaaen  after  the 
sale  was  compteted.  contlituies  a  "prospectus" 
within  the  mraniny  of  f  I2<2).  In  DtMarco  v 
r.dius  3W  F2J  836  (2d  Cir  1968).  the  Court  d 
appeals  held  thai  sttxk  ik  suld  b\  means  u(  a 
pruspeciuk  even  where  the  pru^prcius  is 
mailed  subsequent  to  the  consuntmaiiun  of 
the  sale  SeealsuScAi(//>ier  v. //  VaughanClurke 
4  Co  .  134  F  2d  875  (2d  Cir.  1943). 

Finally,  defendants  argue  that  plaintiff's 
§12(2)  claim  is  time-barred  Section  13  re- 
quires that  such  claims  be  brought  within  one 
year  after  discovery  of  the  untrue  statement  or 
omission.'* 

We  agree  with  the  defendants  that  platniiff 
does  not  allege  facts  sufficient  to  ascertain 
whether  the  $12(2)  claim  was  filed  within  one 
year  after  the  alleged  untrue  statements  or 
omissions  of  material  facts  should  have  been 
discovered  as  required  by  §13  See  Ingentto  v. 
Bemiec  Corp,.  376  FSupp  1154.  1173  (S  D  N.Y. 
1974).  Accordingly,  plaintiffs  §12(2)  claim  will 
be  dismissed  unless  an  amended  complaint 
setting  forth  bciual  allegations  demonstrating 
compliance  with  the  one-year  time  limitation 
is  filed  within  fifteen  days  of  the  entry  of  this 
order.** 

Secraon  I7U) 

Defendants  argue  that  §l7(a)  does  not  cnraie 
a  federal  right  of  action  in  favor  uf  private  par- 
ties. In  making  this  argument  defendants 
must  overcome  the  clear  language  of  Kirshner 
V.  Uniiad  Siatas.  [1978)  CCH  Fed.  Stc.  L.  Rcr 
196.617  (2d  Cir  1978)." 

Rather  than  distinguishing  this  case  on  its 
facts,  defendants  argue  that  the  Kirshner  deci- 
SMm  Ignores  the  legislative  history  of  the  se- 
cuntws  laws  and  relies  heavily  on  Dame/  v 
Iniamational  Bnuherhood  of  Taamsiers.  561 
F.2d  1223  (7ih  Cir  I977)l  a  decision  which  has 
been  reversed  by  the  Supreme  Court."  Based 
on  these  factors,  defendants  hypothesize  that 
the  Second  Circuit  might  withdraw  its  opinion 
in  Kirshner  sua  sponie  or  reverse  itself  on  a 
motion  for  reconsideration. 


J*SMt«en  la  ot  iht  SwuntiM  Act  «r  Itu.  IS  U  S  C 
tTHmt  pnntdm  in  pwimtM  pwt: 

-N«  wuon  ahau  b*  msmUMMd  lo  mioK*  any  luMny 
eiwtod  under  tcctmn  77|i  or  77l<*j  oT  thw  utl*  uaIm* 
broughi  wiUtiii  one  ywr  anw  ilw  4uco««ty  at  Uw  uninw 
wwiwant  Of  Um>  onuaaten.  or  ancr  awcli  diacomi  u  mniild 
fc«v»  bi«n  mad*  by  uw  Morcia*  of  iMaonablo  4ili0mco. 
or.  if  III*  action  la  to  enforc*  •  lialuliiy  ciaaud  under  aec' 
iMn  T7lil»  or  Utia  btle.  unJesa  brou<M  wiUtui  one  y«w  anM 
the  vwlMJon  upon  which  ii  la  baaed  In  no  ev««i  thaU  any 
auca  actiun  be  broii«ht  to  enforce  a  liabUiiy  craaied  under 
ajctioi*  77lt  Of  77hl»  or  Oiu  uue  mow  U»an  U«rw  ywrt  aner 
**•  ■•cwtty  waa  bona  IMe  othna  to  tHe  public,  or  under 
— • — »  TTUl)  or  UtM  tilJe  ntoM  ihan  litre*  years  tttm  ibe 

r  hoM  thai  Uie  amendment  or  iKe  coMipiaMM  to  aaaart 


We  find  these  arguments  unpersuasive.  Un- 
til the  Supreme  Court  addresses  the  issue  or 
the  Second  Circuit  reverses  itself,  we  adhere  to 
the  rule  in  this  circuit  that  §l7ra)  provides  a 
private  right  of  action. 
Seciift  /Ob-5 

Fir.an..  defendants  suggest  thai  a  prixate 
right  uf  action  should  nut  be  implied  under 
§IO(b)  uf  the  1934  Act  becau.Mr  an  express  rem- 
edy is  provided  under  §12(2)  uf  the  1933  An. 
Ac>.urding  to  defendants,  the  detailed  pro- 
cedural and  substantive  requirements  with 
which  Congress  surrounded  actions  under  §12 
of  the  1933  Act  would  be  nullified  if  plaintiffs 
were  permitted  to  file  a  §l(Xb)  claim  for  the 
same  type  of  conduct  proscribed  by  §12. 

Defendants  cite  no  case  which  holds  that  a 
private  remedv  cannot  be  implied  under 
§l(Xb)  where  an  express  remedy  is  available 
under  §12  of  the  1933  Act."  Vk  find  that  the 
law  IS  otherwise   The  remedies  provided  bv 
§l(Xb)  are  cumulative  and  not  exclusive   See 
Jordan  Butlding  Corp,  v.  DmU.  O'Connor  A  Co 
401  F.2d  47,  51  (7th  Cir.  1968) 
Plaintiffs  Motion  for  Partial  Summary 
Judgment 
Plaintiff  Shcnkcr  moves  on  behalf  of  tht««c. 
ond  class  of  bond  purchasers  for  summary 
judgment  against  defendants  Lmde  Thomson 
and  Kohn.  Plaintiff  contends  that  he  is  entitled 
to  summary  judgment  because,  as  a  matter  of 
law,  Linde  Thomsons  second  bond  opinion 
was  false  at  the  time  it  was  delivered  on  De- 
cember 4. 1973: 

■'The  second  opinion  specifically  stated 
that  the  second  bonds  were  a  'first  and  prior 
lien  un  all  present  and  future  net  revenues'  uf 
the  Authonty  and  'on  a  parity  [emphasis  in 
original)  with  the  first  bonds.'  To  the  con- 
trary, plaintiffs  submit,  the  second  bonds 
were  not  parity  bonds  ranking  equallv  with 
the  first  bonds.  . .  Since  they  were  not  paritv 
bonds,  their  lien  on  the  trust  estate,  if  any. 
would  be  a  junior  lien.  Junior  lien  bonds  are! 
of  course,  a  totally  different  kind  uf  security ' 
Plaintiff's  Memorandum  uf  Law.  pp.  28-29 


a  %isa}  eauae  <d  action  leiaicfl  back  to  Uie  rUing  of  Uie 
oncmal  eempiamt  (March  U.  i975i  See  f  R  Civ  P  IS  ic i 

..?'"  »•»•«  <•*   »•*•  Swnd  Circuit  aiaied    The  Court 

U»e  lU)  Act.  IS  U  S  C  ITIq.  becoMa*  no  pn«w*  cauae  oT 
action  la  lacognind  under  thia  aacbon.  Wb  diaacre*  with 
iJia^Juaion.-  |l»Tt|  CCH  Fto  Sac  1.  RtT^MMI  m 


■HTU.SUV  «I3»I, 


uOeftndanu  cno  Aaienberv  v  Cle*e  A.rrt^  Corp.  SO 
rSupuncrO  PH»a»«.upportorthe»rarfumeni  In 
that  caae.  however  the  court  never  reached  the  issue 
whether  the  activniea  complained  oT  conaliiuted  viola 
tMiu  of  liOibi 
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In  hit  reply  britf.  plaintiff  initially  main* 
taincd  that  undtr  tha  phncipkt  of  SEC  v.  il*> 
SMwA  44iMWMfio«i  Ciwpi.  MS  F.2d  31  (2cl  Cir. 
I97IX  ha  ii  «mitM  i«  aumnwry  judgimni  b«> 
cauM  dafnidanu  hav*  CuM  to  conirowMi  tha 
fact!  put  (nrwvd  at  undispulMl.  naeank  Aw 
lomaiiofi  docs  not  manjaie  tummarv  )utlg- 
mcni  here.  In  that  case,  dcfenditnis  failed  to 
submit  any  support,  other  (ban  an  affidavit 
which  "totally  failed  to  contradict  (the 
charges]  with  any  spcciriciiy"  in  opposition  to 
the  motion  for  summary  judgmeni.  SEC  v  Rt- 
smrch  Atttommtion  Corpi.  58S  F.2d  at  34.  Here, 
defendants  filed  a  lengthy  Rule  9(g)  statement, 
supported  by  t%M>  affidavits  with  nineteen  ex- 
hibiu  attached. 

DeCindanu.  on  the  other  hand,  argue  at  the 
outset  that  summary  judgment  must  be  de> 
nied  because  the  pleadings  contain  no 
allegation: 

"suggesting  that  the  December  1973 
bondb  were  junior  and  subordinate  to  the 
July  1973  bonds:  that  the  righu  of  the  De- 
cember 1973  bondholders  were  in  any  way 
compromised  by  the  amendment  to  the 
bond  indenture;  that  Linde  Thomson  or 
Kohn  %M)uld  be  called  upon  to  account  for 
the  purportedly  junior  lien  status  of  the  De- 
cember 1973  beinda:  or  that  Linde  Thom* 
ion's  DooembM'  4,  1973  bond  counsel  opin- 
ion was  incorrect  to  the  extent  that  it 
concluded  the  December  1973  bonds  were 
on  a  parity  with  those  issued  in  July  1973." 
Defendants  Linde  Thomson  and  Kohn's 
Memorandum  at  21. 

Having  reviewed  the  three  complaints  filed 
in  this  action,  we  And  that  defendants  had  ad- 
equau  notice  that  plaintifb  «Mrc  challenging 
the  validity  of  the  amendmenu  to  the  trust 
indenture  as  well  as  the  content  of  the  second 
bond  opinion.  See  paragraphs  26.  29.  33  and 


34  of  the  amended  complaint.  Although  we 
conclude  that  plainiiff's  motion  (or  summary 
judgment  may  be  entertained  in  its  present 
form,  we  find  that  it  raises  factual  issues 
which  must  await  trial. 
Steiion  I2i2}  clutm 

Ptaintiffs  motion  for  «ummary  judgment  on 
its  f  12(2)  claim  fails  for  the  same  reawn  that 
defendants'  motion  to  Jismis»  this  claim  faiis: 
wc  cannot  determine,  on  the  undisputed  facts 
before  us.  whether  these  bonds  fall  within 
|I2(2).  or.  as  defendants  argue,  they  are  ex- 
empt under  43(a).  See  discussion  on  page  3 
SMpns.  Because  we  cannot  determine  at  this 
juncture  whether  plaintiff  has  a  valid  |12(2) 
claim,  we  decline  to  reach  the  other  issues 
raised  in  plaintifTs  motion  for  summary  judg- 
ment on  lU  |I2  claim. 
SecliON  /7fai  and  steiton  iOfb)  cleinu 

Plaintiff  also  claims  that  the  second  class  of 
bond  purchasers  is  entitled  to  summary  judg- 
ment under  417(a)  of  the  1933  Act  and  §10(b)  of 
the  1934  Act.*  The  essential  elements  of  a  410 
claim  for  relief  include:  (1)  the  existence  of 
fraudulent  conduct  which  was  "in  the  offer  or 
sale"  of  a  security  under  417(a)  or  "in  connec- 
tion with  the  purchase  or  sale"  of  a  security 
under  4tO(b):  (2)  material  misrepresentations 
or  omissions  by  the  defendants  of  material 
Cku:  (3)  an  intent  to  deceive,  manipulaie.  or 
defraud  plaintiff  [scienter):  (4)  reliance  by 
plaintiff  upon  defeiidanu'  misrepresenutions. 
and  (5)  damages  sufltrtd  by  plaintiff  as  a  re- 
suh  of  his  reliance  or  due  to  the  fraudulent 
scheme.  See  Ernst  dr  Emsi  v.  Hoekfddtr.  425 
U.S.  Its.  193  (1976):  ScUick  v.  Nrm-Dmt  C«- 
mmt  Corp,.  507  FJd  374.  37t.tl  (2d  Cir.  1974). 
cert.  4mi»d.  421  U.S.  976  (I97S). 

Although  deicndanu  argue  that  plaintiff  has 
tailed  to  establish  any  of  these  elemenu."  they 
focus  their  opposition  to  summary  judgment 
on  the  scienter  requirement.  According  to  de- 
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I  imdOT  IITta)  or  the  tsa  Act  wltatv 
■n  iieuncuan  m  MMflht  fIC  v.  Oaavn.  SSI  PM  ISSSOd  Or. 


nua  CmH  h»— im.  iwad  net  eocide  tha  iCNnHr  en 
Hon  on  Um  maUon.  Even  if  wa  aaaunta  tlwt  tlw  "locklaoar 
•tanearS  aesiiea  to  IITiai  claima.  plaintifTa  hav*  not 
shown  thai  Saftadanuf  conduct  conotitutad  ncUaaanoaa 
as  a  moMar  tt  law  Sao  sof*  II.  tmff^ 

iTlMia.  eaSMidania  arguo  that  plaintifT  haa  not 
that  the  bond  opinion  of  Ljnde  Thomaon 
■attar  of  lot*,  nainbfl  on  ilw  otJior  hand.  cIomm  that  the 
bond  opliuon  vmo  Mao  oocauao  tno  locond 

purauant  to  an  invnitd  tniat  amondmont ' 
I  that  the  vaMtty  of  tha  Ifuft  i 
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fendanu.  scienter  requires  a  mental  state  em< 
bracing  intent  to  deceive,  maniputaie  or 
defraud.  Sec  Ernst  A  Ernst  v.  HochfeUer.  425 
U.S.  185  (1976).  The  record,  defendants  argue, 
is  devwd  of  any  showing  of  intent. 

Plaintiff  dues  not  vigorutisiv  contend  that 
ihe\  ha\-tf  established  ihv  Hochfitldrr  standard 
of  MTienier-'  Rather,  he  areues  that  rvcklrvs  be- 
havior IS  suihciem  lor  habiiity  under  §  10(b>. 

"(Dlefendanis*  actions  here  clearK  con- 
stitute the  kind  uf  recklcksness  that  is  equiv- 
alent to  willful  Iraud.  SEC  v  Jtx»s  Gulf 
Sulphur  Co..  401  F2d  at  M8  (concurring 
opinion)  and  which  also  satisfies  the  scien- 
ter requirement  Ruth  v  Blvth.  Eastman  Dil- 
lon 4  Co..  570  F.2d  38.  44U7  (2d  Cir  1978): 
Sundstrand  Corp.  v.  Sun  Corp..  553  F.2d 
1033.  1040-44  (7ih  Cir).  cert  denied.  98  S. 
Ct  225  (1978);  McUan  v.  Alexander.  420 
F.Supp.  at  I060-8I."  Plaintiffs  Memorandum 
of  Uw  at  52-53. 

We  agree  with  plaintiff  that  the  Second 
Circuit  has  held  that,  under  certain  circum- 
staiKes.  reckless  disregard  uf  the  truth  will 
satisfy  the  scienter  requirement  in  a  private 
civil  action  for  damages.  See  Roth  v.  Bhth. 
Eastman  DtOon  A  Co..  570  F.2d  38. 44U7  (2d 
Cir.  1978).  cerr.  deniad.  47  U.S.L.W.  3391  (De- 
cember 5.  1978)l  This  circuit,  however,  has 
left  open  the  question  whether  the  "reckless 
disregard  of  the  truth "  standard  applies  to 
situations  where  the  defendants  are  not 
fiduciaries.  R>r  purposes  of  this  motion. 
ho«wever.  we  need  not  determine  whether 
recklessness  suffices  here  for  this  Court  finds 
thai,  even  if  we  apply  a  recklessness  stan- 
dard, summary  judgment  is  inappropriate. 
The  Second  Circuit  defined  recklessness: 
"Recklesss  conduct  is.  at  the  least,  con- 
duct which  is  highly  unreasonable  and 
which  represents  'an  extreme  departure 
froin  the  standards  of  ordinary-  care  .  .  to  the 
extent  that  the  danger  xvas  either  known  to 
the  defendant  or  so  obviuus  that  the  defen- 
dant must  have  been  aware  uf  it."  Roth  v. 
Btyth.  Eastman  Dillon  dt  Co..  570  F.2d  38  at 
47  (2d  Cir  1978)  (citations  omitted.]. 

On  the  evidence  before  us.  we  cannot  defin- 
itively resolve  the  question  whether  Linde 
Thomson  or  Kohn  knew  or  should  have  known 
of  the  alleged  fraudulent  scheme.  We  cannot 
find  a*  a  matter  of  law  that  there  is  anvthing  in 


the  request  to  draft  an  amendment  to  the  orig- 
inal boiKl  indenture  which  would  have  put  the 
firm  on  notice  of  a  fraudulent  scheme.  Sim- 
ilarly, we  cannot  conclude  as  a  matter  of  law 
that  it  was  unreasonable  for  Linde  Thomson  to 
assume  that  the  Oklahoma  attontey  would 
limelv  file  the  indenture  or  tu  relv  on  the  engi- 
neer's calculation  ul  the  debt  rcMrrves. 
Motion  to  Decerttfv  the  Cla%s 

Reiving  on  the  provisional  nature  of  the 
cb.ss  ccrtifioatiun.  dvlcnJants  argue  that  this 
Cuurt  shuuld  rescind  the  class  certification  be- 
cause the  plaintiffs  did  nut  rely  on  a  uniform 
representation  in  purchasing  Authority  bomls. 
Alternatively,  defendants  ask  that  this  Cuurl 
decertify  Joseph  Day,  Hazel  Day.  and  Jerome 
Shenker  as  class  representatives  and  R.  Alan 
Stotsenberg  as  class  counsel. 

Admittedly,  the  designation  of  the  class  rep- 
resentatives and  class  counsel  was  provisional. 
Howe\-er.  this  Cuurt  stated  in  its  certification 
opinion  that  the  class  issue  would  be  reex- 
amined only  if  there  were  changed  circum- 
stances." Defendant  V  argument  that  this 
action  should  not  continue  as  a  class  action 
because  putative  class  members  bought  their 
securities  on  the  basis  of  oral  communications 
was  briefed  extensively  in  the  plethora  of  pa- 
pers Tiled  in  opposition  to  the  original  class 
motion."  Thus,  at  the  time  this  Court  certified 
this  action  as  a  class  action,  we  vi«rc  fully  ap- 
prised of  the  individual  reliance  issue.  Nevei^ 
theless.  we  held  that: 

"If  proof  of  reliance  is  required  at  trial, 
separate  hearings  can  be  held  to  determine 
whether  individual  class  members  in  fact  re- 
lied on  defendants'  circulars.  This  prooeduiv 
was  explicitly  approved  by  the  Second  Cir 
cuit  in  Green  v.  Wolf  Corp..  406  FJd  291  (2d 
Cir.  1968).  cert,  denied  sub.  nom.  Thiatcr 
Singer  4  Co.  v.  Green.  395  US.  977  (1969X'' 
Certification  opinion  at  6-7. 

We  adhere  to  that  ruling. 

The  issues  raised  by  Commercial  and  Indus- 
trial Bank  merit  closer  scrutiny.  According  to 
C  4  I  Bank,  the  confiicting  sworn  testimony  of 
the  Days  raise  questions  as  to  their  credibility 
and  fitness  as  class  representatives: 

'In  their  recent  answers  to  interrogatories 
.  and  in  recent  sworn  deposition  testimony 
the  Oavs  have  made  statcmenu  regarding 
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the  het»  MiTounding  their  purchaw  ui  Bu^ 
bio  Villcy  Gas  Authonty  bonds  which  con- 
flici  totally  with  their  pret'ious  t%irorn 
statements  and  with  statements  submitted 
to  the  Court  on  behalf  of  their  attorneys.  In 
addition.  Mr.  Day's  s«Mim  deposition  testi* 
monv  regarding  the  circumstances  uf  the 
purchase  uT  the  Buffatu  \allc\  bonds  is  de- 
monstrabU  incurrrcl  In  pariiculiir.  at  JJ 
ierrni  limes,  the  Days  have  said  bmh  that 
they  did  not  and  that  ihcv  did  read  an  offer- 
ing circular  before  purchasing  Buffalo  Val- 
le>  bonds."  C  4  I  Bank  Memorandum  at  3. 

MoTiower,  C  A  I  Bank  contends  that  the  Days 
are  also  unqualified  to  act  as  class  represent- 
ati%«s  because  they  are  ignorant  of  this  action 
and  also  of  the  underlying  facu. 

In  support  of  its  position.  C  A  1  Bank  cites 
Cotdherf  v.  Tuylor  Wtmt  Co..  77  Civ.  1548 
(EDNY.  class  action  certification  motion  filed 
Januarif  24.  1979).  In  that  case.  Judge  Sifton 
denied  a  inMion  for  class  ceniftcation  because 
the  named  plaintiff  had  misrepresented  facts 
to  the  Coun  on  a  pnor  occasion. 

We  do  not  find  that  case  controlling.  Al- 
though «vc  do  not  condone  the  conduct  of  the 
Days  in  omitting  the  circumstances  surround- 
ing their  purchase  of  Authonty  bonds  in  their 
initial  affidavit,  we  lail  to  find  that  this  con- 
duct, standing  alone,  merits  decertiPication. 
Counsel  who  represented  the  Days  at  the  time 
of  the  filing  of  the  questionable  affidavit  has 
withdrawn."  There  is  no  indication  that  pres- 
ent counsel  is  inadequate.  IHmher.  we  find  that 
the  Days'  afTidavit  and  their  deposition  testi- 
mony are  not  in  conflict  Although  the  affi- 
davit does  not  mention  a  prospectus,  the  Days 
testified  at  their  deposition  and  in  response  to 
interrogatories  that  they  rtcetved  anid  relied 
upon  a  prospectus. 

This  appears  to  be  an  instance  where  plain- 
tiffs, unschooled  in  securities  law  litigation 
and  represented  by  inadequate  counsel,  failed 
to  notice  that  their  afTidavit  omitted  the  facts 
surrounding  the  receipt  of  the  prospectus. 
This,  however,  is  a  far  cry  from  CoUterf  v.  fay- 
hr  Wint  Co..  where  the  proposed  class  repre- 
sentative filed  an  affidavit  in  opposition  to  a 
motion  for  a  change  of  venue  in  which  he 
Slated  thai  he  and  his  wife  had  only  two  thou- 
sand to  three  thousand  dollars  in  cash  and 
would  be  unable  to  afford  the  extra  several 
thousand  dollars  needed  to  litigate  this  action 
in  the  Western  District  of  New  York.  This  state- 
ment, on  which  the  coun  relied  in  denving  the 


matMm  to  transfer,  conflicted  with  a  financial 
statement  plaintiff  filed  five  days  earlier  for  a 
mongage  loan.  Based  on  these  discrepancies 
and  plaintiffs'  inability  to  eaplain  them  at  a 
hearing,  the  ctmn  concluded  that  plaintiff  ui- 
lorid  his  ponrayal  of  his  financial  status  to 
suit  the  panicular  occasion  and  that  there  was 
every  reason  lu  belic\e  that  plaintiff  would 
continue  lu  du  lo  in  the  future  if  permiii^d  lu 
coniinue  as  a  class  rcpre^cniativtf  Such  evi- 
dence IS  lacking  here. 

Finally,  defendants  claim  that  R.  Alan  Stoi- 
scnburg  must  be  deccnified  as  counsel  for  the 
second  class  of  bondholders  because  he  ad- 
vanced tlie  legal  argument  that  the  second 
bonds  were  not  parity  bonds.  According  to 
defendanu: 

"By  relinquishing  an  equal  claim  at  July 
197)  bondholders  to  Bufiafo  Viliey's  assets 
and  income.  Mr.  Shcnkcr  and  his  counsel. 
Mr.  Stocsenburg.  have  manifested  an  intent 
to  pursue  mn  (sicl  course  antagonisiK  to  the 
subsuntivc  rights  of  December  1973  bond- 
holders, and  thus  have  proven  their  inability 
to  bi^ly  and  adequately  represent  that  class 
of  persons."  Defendants'  Memorandum  in 
Support  of  their  Motion  to  Decertify  the 
Lawsuit  as  a  Class  Action  ai  4. 

We  bil  to  see  why  the  selection  of  a  litigation 
strategy  makes  Mr  Stotscnburg  an  inadequate 
class  counsel.  In  the  course  of  compiea.  multi- 
party litigation,  every  counsel  must  make 
choices  which  by  their  very  nature  foreclose 
tnher  argumenu.  To  insist  that  class  counsel, 
under  threat  of  decenification.  keep  all  op- 
tions open  until  thai  would  onlv  protract  al- 
ready complex  and  lengthy  litigation.  This,  wr 
decline  to  do. 


Coitehaion 
Accordingly,  defendants'  mMion  to  dismiss 
the  f  12(2)  cause  of  action  is  granted  unless  an 
amended  complaint  setting  forth  factual  alle- 
gation demonstrating  compliance  with  the 
one  year  limitation  is  filed  within  fifteen  days. 
In  all  other  respects,  defendants'  mMmn  to  dis- 
miss is  denied.  Plaintiffs  motion  for  panial 
summary  judgment  is  cfenied.  Defendants'  nun 
lion  to  dccenify  this  action  as  a  class  action  is 
denied. 

SO  ORDERED. 
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Miclwd  P.  CRONIN.  •m  hu  own  kclidf 
and  ON  behalf  of  all  other  ponoas  ■imi- 
larly  wtaatcd.  Plaiatiff-AppoUaat, 

V. 

MIDWESTERN  OKLAHOMA  DEVELOP- 
MENT AUTHORITY  et  aL. 
Dcfcadaals-Appcilcco. 

Fred  A.  W.  FRANKE.  on  kit  owa  behalf 
mmd  on  behalf  of  all  other  penons  •{»!• 
Inriy  •itnated.  Plaintiff-Appellant, 

V. 

MIDWESTERN  OKLAHOMA  DEVELOP- 


MENT AUTHORITY  et  aL. 
Defendante-Appelleet. 

Noo.  77-l«M  to  77-IM6. 

United  Sutes  Court  of  Appeals. 
Tenth  Circuit. 

Argued  and  Submitted  Jan.  22.  1979. 

Decided  Aprii  8.  1960. 

Securities  fraud  actions  were  brought 
under  Securities  Exchange  Act.  SEC  rule 

"request"  for  a  truly  voluntary  unne  sample 
does  not  require  hospiul  facilities. 


Cronin  V.  Midwestern  Oklahoma  Development  Authorlt/,  619  F.2d 
856  (1980)   Copyright ©19811  West  Publishing  Conpany.  Reprinted 
with  permission. 
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lOb-6  And  Mtifrftud  provinofis  of  Oklsho* 
ma  Sccuritiw  Act  on  bthalf  of  purchiMrt 
of  two  industrial  development  revenue  bond 
iwuet  of  development  authority.  The  Unit- 
ed Suiet  District  Court  for  the  WcsUm 
District  of  Oklahoma.  428  F.Supp.  719.  Lu- 
ther L  Bohanon.  J.,  granted  summary  judg- 
ment motions  of  defendant  bond  counsel 
and  indentune-irustee  banks  and  plaintiffs 
appealed.  The  Court  of  Appeals.  William 
E.  Doyle.  Circuit  Judge,  held  that:  (1)  sum- 
mary judgment  for  defendants  was  preclud- 
ed by  genuine  iMue  of  material  fact  as  to 
whether  the  defendants  had  violated  the 
SEC  rule  both  as  principals  and  as  aiders 
and  abettors,  and  (2)  order  granting  reim- 
bursement to  several  defendants  for  attor- 
ney fees  and  coets  for  additional  and  unnec- 
essary time  spent  attending  portions  of  dep- 
osition of  one  defendant  would  be  stayed, 
where  it  was  too  early  to  determine  wheth- 
er all  of  the  cases  involved  interrelated 
schemes;  thus  trial  judge  should  reconsider 
propriety  and  amount  of  reimbursement  or- 
der following  fmal  disposition  of  the 

Remanded  with  directions. 


1.  Federal  Civil  Procedvre  •»2SU 

In  securities  fraud  actions  brought  un- 
der SEC  rule  by  purchasers  of  industrial 
development  revenue  bonds  against  bond 
counsel  and  indenture-trustee  banks,  sum- 
mary judgment  for  defendants  was  preclud- 
ed by  genuine  issues  of  material  fact  as  to 
whether  the  defendants  had  violated  the 
rule  both  as  principals  and  as  aiders  and 
abettors.  Securities  Exchange  Act  of  1934, 
I  10(b).  15  U.S.C.A.  I  78j(b):  Fed.Rules 
Civ.Proc   Rules  30(g),  54(b).  2B  U.S.C.A. 

2.  Securities  Regvlation  ••117 

To  recover  for  violation  of  SE^C  rule 
relating  to  securities  fraud,  purchasers  of 
industrial  revenue  bonds  would  not  be  re- 
quired to  establish  that  defendants,  bond 
counsel  and  indenture-trustee  banks,  were 
privy  to  express  fraud  perpetrated  by  mu- 
nicipal bond  broker-dealer  and  its  salesman 
if  it  were  shown  that  the  underwriter  and 
the  defendants  had  participated  in  issuance 
of  bonds  and  thus  owed  duty  to  all  buyers 


to  reveal  facta,  including  depleted  value  of 
the  bonds.  Securities  Exchange  Act  of 
1934,  I  10(b).  15  U.S.C.A.  §  78j<b). 

3.  Federal  Civil  Procedure  ••2511 

Because  of  limited  time  available  for 
plaintiffs  to  develop  ih«ir  sKurities  fraud, 
claims  against  bond  counsel  and  debenture- 
trustee  banks,  in  connection  with  issuance 
of  industrial  development  bonds,  and  in 
view  of  atmosphere  of  stress  which  pervad- 
ed the  proceedings,  summary  judgment  for 
defendants  was  improper.  Securities  Ex- 
change Act  of  1934.  §  10(b),  15  U.S.C.A. 
I  78j<b):  71  Okl.St.Ann.  §  408:  Fed.Rules 
Civ.Proc.   Rules  30(g),  54(b),  28   U.S.C.A. 

4.  Federal  Civil  Procedure  ••1451 

Under  rule  providing  that,  if  party  giv- 
ing notice  of  taking  of  deposition  fails  to 
attend  and  proceed  therewith  and  another 
party  attends  in  person  or  by  attorney  pur- 
suant to  the  notice,  court  may  order  party 
giving  notice  to  pay  to  such  other  party 
reasonable  expenses  incurred  by  him  and 
his  attorney  in  attending,  including  reason- 
able attorney  fees,  attendance  without  pro- 
ceeding forward  with  a  deposition  is  suffi- 
cient to  invoke  the  sanctions.  Fed.Rules 
Civ.Proc.  Rule  30(g).  28  U.S.C.A. 

5.  Federal  Courto  ••943 

Order  granting  reimbursement  to  sev- 
eral defendants  for  attorney  fees  and  eosta 
(or  additional  and  unnecessary  time  spent 
attending  portions  of  depoeition  of  one  de- 
fendant would  be  stayed,  where  it  was  too 
eariy  to  determine  whether  all  of  the  cases 
involved  interrelated  schemes;  thus  trial 
judge  should  reconsider  propriety  and 
amount  of  reimbursement  order  following 
final  disposition  of  the  cases.  Fed.Rules 
Civ.Proc.  Rule  30(g).  28  U.S.C.A. 

t.  Federal  Civil  Procedure  ••1341 

There  was  no  authority  for  restraining 
plaintiffs  from  taking  further  depositions 
until  they  had  deposited  sum  with  court  to 
be  used  in  reimbursing  defendanti  for  at- 
torney fees  and  costs  incurred  allegedly  aa 
result  of  additional  and  unnecessaiy  time 
spent  attending  portions  of  another  defend- 
ant's deposition.  Fed.Rules  Civ.Proc  Rule 
30(g).  28  U.S.C.A. 
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J.  MichMl  Rediker  of  Ritchie.  Rcdiker  A 
Warren.  Birmingham.  Ala.  (Roger  J.  Nich- 
ols of  Nichols  &  Rom.  Beverly  Hills.  Cal. 
and  Rolifrt  A.  Jackson  of  Cassil.  JackM>n  A 
Hall.  Oklahoma  City,  Okl.,  with  him  on 
brief),  for  pUintiffs-ap|)ellanls  Michael  P. 
Cronin  and  Fred  A.  W.  Franke. 

Thomas  J.  Kenan  of  George.  Kenan.  Rob- 
ertson it  Lindsey.  Oklahoma  City,  Okl. 
(Robert  C.  Bailey  of  McClelland,  Collins. 
Sheehan,  Bailey  A,  Bailey,  Oklahoma  City. 
Okl..  with  him  on  brief),  for  defendants-ap- 
pellees Andrew  J.  Haswell.  J.  Dell  Gordon 
and  Haswell  and  Gordon. 

James  W.  Shepherd,  Oklahoma  City.  Oki. 
(A.  P.  Murrah.  Jr.,  and  Andrews,  Mosburg, 
Davis,  Elam,  Legg  A  Bixler,  Inc..  Oklahoma 
City.  Okl..  with  him  on  brief),  for  defend- 
ani-ap[K-llec  Fred  W.  Rausch.  Jr. 

Reid  E.  Robison.  Oklahoma  City.  Okl. 
(Reford  Bond.  Oklahoma  City.  Okl.,  and 
McAfee.  Taft.  Mark,  Bond.  Rucks  &  Woo- 
druff, Oklahoma  City.  Okl..  of  counsel,  with 
him  on  brieO.  for  defendanta-appellees 
Smith.  Learning  it  Swan,  a  Law  Partner- 
ship, and  its  Partners.  Hal  D.  Leaming  and 
Roger  H.  Swan. 

William  W.  Wiles,  Jr.  of  Rhodes.  Hierony- 
mus.  Holloway  &  Wilson.  Oklahoma  City. 
Okl..  for  defendanta-appellees  Blankenship 
A.  Harbour.  Lawrence  Blankenship  and 
David  M.  Harbour. 

William  D.  Curlee  of  Lytle.  Soule  &  Em- 
ery. Oklahoma  City,  Okl..  for  defendanta- 
appellees  Sec.  Bank  and  Trust  Ck).  and 
Guaranty  Trust  O. 

Before  SETH.  Chief  Judge.  BREITEN- 
STCLN  an<J  DOYLE.  Circuit  Judges. 

WILLIAM    E.    DOYLE.   Circuit   Judge. 

INTRODUCTORY 

These  two  cases  are  each  consolidaled 
appeals  from  a  series  of  orders  of  the  U.  S. 
Diatrici  Court  for  the  Western  District  of 
Oklahoma.  Involved  are  two  securities 
fraud  actions  brought  under  §  10(b)  of  the 
Securities  Exchange  Act  of  1934.  15  U.S.C. 
$  78j;  SEC  Rule  lOb-5.  17  C.F.R.  §  240- 
10b>5;   antifraud  provisions  of  the  Oklaho- 


ma Securities  Act.  Okla.Sut.Ann.  title  71 
I  406;  and  eommon-law  theories  of  fraud 
and  negligence.  Both  cases  were  instituted 
as  class  actions  on  behalf  of  purchasers  of 
two  industrial  development  revenue  bond 
issues  of  the  Midwestern  Oklahoma  E>evel- 
opment  Authority  (MODA).  Both  bond  is- 
sues are  now  in  default.  Numerous  defend- 
ants were  named  in  each  complaint,  includ- 
ing the  issuer,  its  officials,  the  private  cor- 
porations which  were  to  receive  the  bond 
proceeds,  underwriters,  bond  counsel,  and 
indenture  trustees,  as  well  aa  the  broker- 
dealers  who  sold  plaintiffs  the  bonds.  Only 
the  bond  counsel  and  the  indenture-trustee 
banks  are  parties  to  this  appeal. 

The  trial  judge  granted  summary  judg- 
ment motions  across-the-board  of  appellee- 
bond  counsel  and  banks.  The  court  also 
entered  two  orders  under  Fed.R.Civ.P.  54(b) 
directing  entry  of  final  judgment  in  each 
case  so  as  to  facilitate  the  appeals.  Addi- 
tional orders  of  the  trial  were  also  under 
Fed.R.Civ.P.  30(g).  These  restrained  each 
plaintiff  from  taking  further  depositions 
until  certain  sums  had  been  paid  into  the 
clerk  of  the  court,  as  a  sanction  for  alleged 
failure  by  the  plaintiffs'  counsel  to  cooper- 
ate with  defendants*  counsel  by  releasing 
the  latter  from  continued  attendance  at  the 
taking  of  the  deposition  of  one  R.  J.  Allen. 
The  orders  in  each  ease  were  separately 
consolidated  for  purposes  of  appeal.  Al- 
though the  two  cases  themselves  have  not 
been  consolidated,  they  do  involve  parties 
and  issues  sufficiently  interrelated  so  that  a 
single  opinion  is  appropriate  at  this  stage. 

We  have  concluded  that  there  was  insuf- 
ficient time  allowed  by  the  trial  court  to  the 
plaintiffs  to  permit  them  to  conduct  ade- 
quate discovery  on  the  merits  of  their  cases. 
The  plaintiffs  were  entitled  to  devebp  the 
evklence  and  formulate  the  applicable  legal 
standards.  The  trial  court  is  directed  to 
vacate  all  of  the  summary  judgment  orders 
entered  in  each  case.  The  cases  as  a  whole 
are  ordered  to  be  remanded  to  the  trial 
court  with  instructions  to  allow  the  parties 
additional  time  for  discovery  on  the  merits 
and  for  trial.    We  also  vacate  the  several 
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orders  in  each  cmc  cnlercd  under  Fed.R. 
Civ. P.  30(k)  in  McordAnoe  with  the  terms  of 
the  na»ndau  set  forth  *t  the  end  of  the 
opinion. 

There  is  one  other  trial  court  order  in- 
volved in  ihcsv  appeals,  thai  is.  the  order 
daiod  March  31,  1977.  dinKtmf  plaintiff 
Cronin  to  serve  a  ropy  of  the  exhihit  at* 
uched  to  the  Nichols  affidavit  on  each  op- 
posing part)  in  the  Cronin  case.  It  is  our 
understanding  that  Cronin  has  already  oom« 
plied  with  this  order;  therefore,  no  action  is 
neeessary  with  respect  to  it. 

STATEMENT  OF  FACTS 

The  plaintiffs-appellants  in  each  eaae,  Mi- 
chael P.  Cronin  and  Fred  A.  W.  Franke,  are 
former  Vietnam««ra  prisoners  of  war. 
Each  were  victims  of  a  flagrant  fraud 
which  was  initialed  and  brought  about  by  a  ing  development  of  a  plastic  salt  and  pepper 
Florida  municipal  bond  broker-dealer,  Alex-  shaker  manufacturing  business.  Supposed- 
ander  &  Allen.  Inc.,  its  officers  and  its  ly,  tool  and  die  equipment  was  to  be  obtain- 
salesmen.  The  principals  of  Alexander  A  ed,  and  leasehold  improvemenu  to  a 
Allen,  including  salesman  Thomas  A.  Pres-  MODA-owned  building  at  the  Clinion-Sher- 
ton  who  sold  Cronin  and  Franke  the  bonds     man  Industrial  Airpark  were  to  be  made 


Among  the  securities  featured  by  Alexan- 
der A  Allen  in  its  sales  campaigns  were 
industrial  development  bonds  of  the  Mid- 
wettcm  Oklahoma  Development  Authority 
(MODA).  MODA  is  an  Oklahoma  public 
trust  organized  in  1%9  as  a  financing  agen- 
cy to  attract  industry  to  an  area  near  the 
Clmion-Sherman  Air  Force  Base  in  Oklaho- 
ma. 


THE  CRONIN  CASE 

Appellant  Cronin  purchased  one  15.000 
MODA  Harper  Industries  9%  bond,  Series 
1972  B.  due  in  1985,  through  Alexander  k 
Allen  in  August  of  1973.  The  Harper  In- 
dustries bonds  were  isaued  by  MODA  in  two 
series.  Series  A  and  Series  B,  on  the  same 
date  in  July  1972  for  the  purpose  of  financ- 


in  these  cases,  have  been  the  subject  of  a 
civil  injunctive  action  by  the  SEC  and  crim- 
inal proceedings  as  well.  For  a  full  discus- 
sion of  the  fraudulent  activities  of  Alexan- 
der &  Allen,  Inc..  see  SEC  v.  R.  J.  Allen  & 
Assoc..  386  F.Supp.  866  (S.D.Fla.l974).  The 
crux  of  it  is  that  representatives  of  Alexan- 
der &  Allen  preyed  upon  former  POWs 
returning  to  the  United  States  who  had 
substantial  sums  of  back  pay  accumulated 
during  their  years  of  imprisonment  These 
former  POWs  received  subatantial  cash  on 
release  and  were  solicited  to  purchase  high- 
risk  industrial  development  bonds,  with 
false  representations  Uiat  the  bonds  were 
safe  and  secure  investments.  The  district 
court  in  SEC  v.  R.  J.  Allen  A  Ajuoc.,  supn, 
found  that  Alexander  &  Allen  was  a  "boiler 
room,"  that  is,  a  dealer  offering  securities 
of  certain  issuers  in  large  volume  through 
an  intensive  selling  campaign,  without  dia- 


from  the  bond  proceeds.  The  bond  isaue. 
which  had  a  face  amount  of  $1.3  million, 
was  underwritten  by  United  City  Corp.  (not 
a  party  to  this  ease).  I>efendant-appenee 
Guaranty  Trust  Co.  of  Ponca  City,  Oklaho- 
ma served  as  indenture  trustee.  Two  dif- 
ferent law  firms— each  of  which  are  appel- 
lees here— acted  as  bond  counsel:  Has  well 
A  Gofdon  prepared  a  bond  opinion  concern- 
ing the  legality  and  tax  status  of  the  Serioa 
B  bonds;  Fred  W.  Rausch.  Jr.  prepared  an 
opinion  concerning  the  Series  A  bonda. 
When  Cronin  received  his  Series  B  bond  in 
the  mail  after  purchase,  the  Rausch  bond 
opinion  addressed  to  the  Series  A  bonds  waa 
encloeed.  Cronin  read  the  Rausch  opinion, 
but  he  dki  not  receive  nor,  of  ieourse.  read  a 
eopy  of  the  Haswell  A  Gordon  opinion  eon- 
eeming  the  Series  B  bonds. 

Cronin  received  interest  on  his  Harper 


closure  of  material  facU  concerning  the  is-  Industries  bond  coupon  in  January  1974,  but 
suers.  Id.  at  874.  Although  the  principals  his  July  1974  coupon  was  returned  unpaid. 
of  Alexander  A  Allen  were  named  as  de-  After  learning  that  the  bond  iasue  waa  in 
fendants  in  these  cases,  two  are  in  prison,  default,  he  contacted  the  Navy  JAG  office 
all  are  apparently  insolvent,  and  therefore  in  Washington,  D.  C.  He  served  as  a  wit- 
none  are  parties  in  this  appeal.  ness  at  the  SEC  proceedingi  againat  Alex- 


Ander  k  Alien.  Later,  Cronin  conUeted  a 
private  attorney  and  filed  this  class  action 
under  federal  and  stale  securities  laws,  as 
well  as  comnion>law  theories  of  fraud,  neg* 
licence  and  willful  and  wanton  conduct 
Cronin  also  sought  punitive  damages  from 
the  defendants,  and  an  accounting  firm 
from  the  defendant  bank.  Cronin's  lOb-5 
claim  alleged  that  the  defendants,  including 
the  appellee  bond  counsel  and  bank,  violat- 
ed or  aided  and  abetted  violations  of  Rule 
lOb-5  in  the  issuance  of  the  Harper  Indus- 
tries bonds.  Cronin  claimed  that  the  de> 
fendants  were  under  a  duty  to  disclose,  but 
failed  to  disclose  the  following  allegedly 
material  facts: 

1.  That  MODA  had  no  adequate  screen- 
ing process  to  determine  whether  Harper 
Industries  would  earn  sufficient  revenues  to 
pay  the  bonds; 

2.  That  most  of  the  MODA  industrial 
development  bond  issues  were  in  default; 

3.  That  Harper  Industries  was  underca- 
pitalixed.  Consequently,  after  the  bond  is- 
sue the  bonds  would  likely  default; 

4.  That  Harper  Industries,  as  a  single- 
product  company,  would  have  a  high  risk  of 
failure; 

5.  That  Harper  Industries  was  a  new 
and  unseasoned  company; 

€.  That  Harper  Industries  would  be  lo- 
cated in  a  remote  area  of  Oklahoma  with- 
out a  skilled  or  adequate  labor  force; 

7.  That  defendants  would  divert  part  of 
the  bond  proceeds  for  their  own  benefit; 

8.  That  the  90%  underwriting  discount 
was  excessive  and  wouM  have  revealed  the 
risky  and  speculative  nature  of  the  bond 
issue   to   the  average  buyer   if  disclosed; 

9.  That  the  bank  was  not  qualified  to 
act  as  indenture  trustee. 

THE  FRANKE  CASE 
Appellant  Franke  purchased  $10,000 
worth  of  MODA  Chill  Can  Mfg.  8%  bonds 
due  January  1,  1967,  through  Alexander  St 
Allen  in  August  1973.  The  Chill  Can  bonds 
were  issued  by  MODA  on  July  25.  1973  to 
finanee  a  business  manufacturing  self-cool- 


ing containers  and  cans.  The  face  amount 
of  the  issue  was  over  $1.9  million.  Alexan- 
der it  Allen  originally  contracted  to  under- 
write the  Chill  Can  bonds,  but  defaulted  on 
their  underwriting  contract.  Tht  bonds 
were  finally  underwritten  by  Stewart  Secu- 
rities Corp.  and  Fidelis  Securit)es  Corp., 
who  became  the  underwriters.  Each  of  the 
underwriters  were  originally  named  as  de- 
fendants, but  are  not  parties  to  this  appeal. 
Appellee  Security  Bank  St  Trust  Co.  served 
as  indenture  trustee.  Three  different  law 
firms,  all  i^>pellees  here,  were  involved  with 
the  Chill  Can  bond  issue:  Haswell  A  Gor- 
don were  originally  designated  by  MODA  as 
bond  counsel,  but  withdrew  three  weeks 
before  the  closing  dale  of  the  issue.  Smith, 
beaming  A  Swan  and  Blankenship  A  Harb- 
our each  prepared  bond  opinions  on  the 
legality  and  tax-exempt  status  of  the  issue. 
Franke  read  both  the  Smith,  beaming  opin- 
ion and  the  Blankenship  opinion  after  pur- 
chasing the  bonds. 

Franke  received  interest  on  the  Chill  Can 
bonds  through  July  1974.  but  in  January 
1975  his  coupons  were  returned  unpakl.  On 
learning  that  the  bonds  were  in  default, 
Franke  also  retained  counsel  and  brought  a 
securities  fraud  class  action  paralleling  the 
lawsuit  filed  by  Cronin.  Like  Cronin's, 
Franke's  complaint  charged  that  defend- 
ants violated  or  aided  and  abetted  violations 
of  SEC  Rule  10b- 5  in  issuance  of  the  Chill 
Can  bonds.  Franke  claimed  that  defend- 
ants, including  the  appellees  here,  were  un- 
der a  duty  to  disclose  but  failed  to  disclose 
the  following  allegedly  material  facts: 

1.  That  MODA  had  no  adequate  screen- 
ing procedures  with  which  to  determine 
whether  Chill  Can  Manufacturing,  Inc. 
would  earn  sufficient  revenues  to  pay  the 
bond  interest; 

2.  That  MOD  As  experience  with  IDBs 
such  as  the  Chill  Can  issue  was  such  that 
most  issues  ended  in  default: 

3.  That  Chill  Can  Manufacturing,  Inc.. 
even  after  the  bond  issue,  would  be  under- 
capitalized and  that  the  bonds  would  likely 
be  in  default; 

4.  That  Chill  Can  Manufacturing,  Inc. 
was  a  single-product  company  with  a  high 
risk  of  failure; 
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5.  That  the  eompuiy  had  ntvcr  built  » 
prototype  of  th«  an; 

C  That  th«  company  wooid  be  located  in 
a  remote  part  of  the  state  without  a  skilled 
or  adequate  labor  force; 

7.  That  certain  defendants  would  divert 
part  of  the  bond  proceeds  for  their  own 
benefit: 

8.  That  the  underwriting  discount  of 
20^  was  excessive  and  would,  if  disclosed, 
indicate  to  the  average  buyer  that  the 
bonds  were  a  highly  risky  and  speculative 
security; 

9.  That  the  indenture  trustee  was  un- 
skilled. 

THE  DISTRICT  COURT  DECISIONS 

The  trial  judge  denied  class  certification 
in  both  the  Cronin  and  the  Fnnke  cases. 
The  plaintiffs  have  not  attempted  to  appeal 
from  these  orders. 

On  November  12.  1976.  the  trial  judge 
granted  summary  judgment  for  the  law 
firm  of  Haswell  it  Gordon  and  its  principals 
in  the  Fnnke  case.  The  court  ruled  that, 
since  the  firm  had  withdrawn  prior  to  the 
dooing  of  the  "Chill  Can"  bonds,  it  had  not 
participated  in  the  closing.  The  firm  deliv- 
ered no  legal  opinion,  nor  did  it  pass  on  the 
adequacy  of  any  legal  documents  concern- 
ing the  bonds. 

The  trial  court  also  granted  summary 
judgment  for  the  trustee  banks.  The  judge 
believed  that  the  banks'  duties  were  limited 
by  the  terms  of  their  indenture  agreements, 
and  that  therefore  the  banks  had  no  duty  of 
disclosure.  The  judge  found  that  there  was 
no  evidence  of  scienter,  as  required  by 
Emat  it  Ernst  v.  Hoehf elder.  42S  U.S.  185. 
96  S.Ct.  1375.  47  L.Ed.2d  668  (1976).  Fur- 
ther, the  judge  stated  that  the  banks  were 
not  involved  in  structuring  the  bond  issue 
or  in  selling  the  bonds  to  the  plaintiffs. 
The  court  sUted  that  the  plaintiffs  had  not 
relied  on  the  banks'  conduct,  and  that  re- 
liance could  not  be  presumed  under  AffUh 
•ted  Vie  Citiaens  of  Uuh  v.  United  States, 
406  US.  128.  92  S.Ct.  1456.  81  LEd.2d  741 
(1972)  because  the  banks  were  under  no 
duty  of  disclosure  to  the  plaintiffs. 


The  court's  rationale  for  granting  sum- 
mary judgment  for  the  bond  counsel  who 
did  participate  in  the  closings  (Fred  W. 
Rausch,  Jr.  and  Haswell  St  (jordon  in  the 
Cronin  case,  and  Smith.  Leaming  A  Swan 
and  Blankenship  ii  Harbour  in  the  Frenke 
case)  was  similar  to  the  rationale  used  for 
summary  judgment  for  the  indenture  trus- 
tees. The  court  ruled  that  the  plaintiffs 
had  presented  no  evidence  of  scienter,  in 
that  the  lawyers  had  no  knowledge  of  the 
fraud  committed  by  Alexander  &  Allen. 
The  court  found  that  the  bond  counsel's 
duties  were  contractually  limited  to  such 
matters  as  expression  of  an  opinion  on  the 
legality  of  the  issue  under  state  law  and 
that  the  undisclosed  facts  had  no  bearing  on 
this  question,  instead,  that  the  omitted 
facts  went  to  the  economic  feasibility  of  the 
project.  The  court  believed  that  it  was  not 
appropriate  to  arbitrarily  expand  the  obli- 
gations and  potential  liability  of  bond  coun- 
sel to  encompass  a  duty  to  investigate  the 
economic  soundness  of  bond  issues.  In  the 
order  pertaining  to  Rausch,  the  court  stated 
that  the  connection  with  the  plaintiff  was 
even  more  remote,  since  Rausch's  opinion 
covered  a  different  series  from  the  Series  B 
bond  purchased  by  Cronin.  In  the  order 
concerning  Haswell  St  Gordon  in  the  Cronin 
case,  the  court  found  significant  the  fact 
that  Cronin  never  read  the  Haswell  A  Gor- 
don opinion. 

The  court  also  granted  summary  judg- 
ment against  the  plaintiffs  on  all  of  their 
state  law  claims,  on  grounds  that  the  claims 
were  barred  by  the  applicable  statutes  of 
limitations,  and.  in  the  case  of  plaintiffs' 
tort  theories,  on  grounds  that  the  defend- 
ants owed  no  duty  to  the  plaintiffs,  citing 
UltremMree  Corp.  v.  Touche,  255  N.Y.  170. 
174  N.E.  441,  74  A.L.R.  1139  (1931). 

ISSUES  TENDERED  BY  APPELLANTS 

On  this  appeal,  Cronin  and  Franke  raise 
three  issues.  Pint,  they  question  the  legal 
standards  for  liability  of  bond  counsel  and 
indenture  trustees  under  the  antifraud  pro- 
visions of  the  securities  laws.  They  contend 
that  bond  attorneys  and  trustee  banks  may 
be  liable,  at  least  as  aiders  and  abettors,  ii 
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the  legal  sundardfl  are  satisfied,  to  the 
same  extent  as  any  other  participants  in 
securities  transactions.  Second,  Cronin  and 
Franke  question  the  propriety  of  the  trial 
court's  :>ummar>  judgment  orders.  They 
argue  thai,  contrary  to  the  trial  judge's 
rulings,  there  exist  substantial  and  di.«puled 
ts5ues  of  fact  and  that  summary  judgment 
should,  thervforu,  have  been  denied.  A  re- 
lated question  is  whether  the  trial  court 
afforded  the  plaintiffs  an  adequate  oppor- 
tunity to  complete  discovery  on  the  merita 
of  the  ease.  Third  and  finally,  the  plain- 
tiffs argue  that  the  monetary  sanctions  im- 
posed  by  the  trial  court  under  Fed.R.Civ.P. 
30(g)  in  connection  with  taking  the  deposi- 
tion of  R.  J.  Allen  were  unwarranted. 

I. 

COMMENTS  ON  THE  PROCEEDINGS 
IN  THE  DISTRICT  COURT 

[1]  The  pleadings  allege  that  both  the 
attorneys  and  the  banks  were  guilty  of  vio- 
lations of  Rule  lOb-5  both  as  principals  and 
as  aiders  and  abettors.  The  trial  court's 
summary  judgment  orders  have  not  distin- 
guished between  the  two  theories,  and  it 
would  be  presumptuous  for  us  to  discuss 
these  approaches  in  the  abstract.  Whether 
the  claims  are  sufficient  under  either  the 
acoeascMry  or  the  principal  theory  must 
await  development  of  the  facts. 

The  trial  judge's  summary  judgment  or- 
ders are  replete  with  conclusory  statements 
that  no  duty  was  owed  by  the  defendants  to 
the  plaintiffs  Franke  and  Cronin.  This 
again  is  dependent  on  facta,  not  on  conclu- 
sions. Our  conclusion  at  this  premature 
stage  of  the  proceedings  is  that  either  theo- 
ry would  be  possible  depending  upon  the 
ultimate  evidence. 

[2]  There  is  one  aspect  connected  with 
the  remedy  problem  which  deserves  men- 
tion. That  is  the  trial  court's  conception 
that  the  express  fraud  that  was  perpetrated 
by.  Alexander  &  Allen  through  their  sales- 
man Preston  was  the  basic  element  in  the 
alleged  unlawful  violation,  and  that  the 
plaintiffs  were  required  to  establish  that 
the  defendant-bond  lawyers  and  banks  were 


privy  to  these  acts.  This  is  not  necessarily 
so  if  the  underwriter  and  the  defendants 
are  shown  to  have  had  participation  in  the 
issuance  of  the  bonds  and  thus  owed  a  duty 
to  all  of  the  buyers  to  reveal  the  facts 
including  the  depleted  value  of  the  bonds, 
and  if  the  defendant-lawyers  and  banks 
knowingly  aided  the  underwriter  in  the  is- 
suance of  value«deplcted  bonds.  Thus,  con- 
ceivably there  could  be  an  aider  and  abettor 
claim  or  a  claim  based  upon  the  theory  that 
the  defendants  were  principals.  We  men- 
tion this  to  illustrate  the  great  importance 
of  extending  to  defendants  an  opportunity 
to  fully  develop  the  facts  surrounding  the 
issuance  of  the  bonds  as  well  as  all  of  the 
other  background  facts  to  be  used  at  trial 
once  the  discovery  is  complete. 

The  defendants  urge  that  the  judge's  rul- 
ing that  there  was  a  failure  to  establish 
existence  of  scienter  on  the  part  of  these 
defendants  was  a  correct  one.  Whether 
such  element  can  be  established  depends 
again  on  whether  there  is  evidence  to  estab- 
lish the  essential  element  of  intent  or  reck- 
less disregard  of  truth  or  falsity. 

SimilaHy.  reliance  is  a  question  of  fact 
and  not  a  question  of  law  as  the  trial  court 
appears  to  treat  it.  When  causation  is  re- 
ferred to  in  the  present  context,  at  least,  it 
is  synonymous  with  the  element  of  reliance, 
but  in  this  instance  the  problem  is  not  one 
involving  express  representations.  Instead, 
the  contention  of  the  plaintiffs  is  that  there 
has  been  a  failure  or  omission  on  the  part  of 
defendants  to  reveal  material  and  relevant 
facts.  It  is  obvious  that  if  there  was  a 
failure  to  bring  home  facts  that  were 
known  to  the  defendants  and  which  they 
were  required  to  reveal,  the  condition  is 
such  that  there  cannot  be  express  proof  of 
reliance  and  reliance  is  presumed.  A//j7jat- 
ed  Ute  Citizens  of  UtMh  v.  United  Sute$, 
406  U.S.  128,  92  S.Ct.  1456.  31  L.Ed.2d  741 
(1972). 

II. 

INSUFFICIENT  TIME  FOR  DIS- 
COVERY  ON  THE  MERITS 
The  main  thrust  of  plaintiffs'  argument 
and  of  this  opinion  is  that  the  discovery  was 
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prematurely  cut  short,  and  the  consequcnoe 
of  this  waa  that  they  were  diaablcd  from 
developing  the  facta  and  evidence  support- 
ive of  their  claim:  that,  further,  in  the 
proceeding  below  they  were  unable  to  r[{' 
set  the  affidavits  and  motions  for  summary 
judi^ment  of  the  defendants. 

The  shortness  of  time  is  revealed  by  a 
summary  of  the  calendar.  The  complaint  in 
Cronin  was  filed  on  January  6.  1976.  and 
that  in  Fnnke  was  filed  on  February  20. 
1976.  Soon  thereafter,  on  April  19.  1976.  an 
order  was  entered  by  the  trial  court  staying 
discovery  on  the  merits  of  the  ease  pending 
determination  of  the  class  issue.  On  De- 
cember  29,  1976.  the  trial  court  entered  its 
order  den>'ing  certification  of  the  class. 
This  automatically  termmated  the  stay  on 
discovery  and  plaintiffs  were  then  free  to 
conduct  discovery  On  January  7.  1977.  no- 
tice was  served  to  take  the  deposition  of  R. 
J.  Allen  on  January  14,  1977.  On  that  date 
the  deposition  was  only  partially  completed, 
and  on  February  10,  1977,  plaintiffs  served 
notice  to  take  the  depositions  of  ten  addi- 
tional witnesses  during  the  latter  part  of 
April  1977.  Summary  judgment  as  to  all  of 
the  defendants  was  granted  before  this  dis- 
covery was  completed.  It  was  brought  to 
the  attention  of  the  trial  court  that  the 
discovery  was  incomplete  at  the  time  of  the 
issuance  of  the  summary  judgments. 

The  time  span  between  the  filing  of 
the  summary  judgments  and  their  grant 
was  short.  In  the  Cronin  ease.  Guaranty 
Trust  Co.  filed  its  motion  for  summary 
judgment  on  January  2.  1977.  It  waa 
granted  February  17.  1977.  Haswell  and 
Gordon's  motion  was  filed  November  18. 
1976.  It  was  granted  February  18.  1977. 
The  Rausch  summary  judgment  motion  was 
filed  February  9.  1977.  It  was  granted 
March  18.  1977.  In  Fnnke,  the  summary 
judgment  motion  of  Smith,  Leaming  & 
Swan  was  filed  April  1.  1976  and  granted 
October  8,  1976.  Haswell  and  Gordon's  mo- 
tion was  filed  in  July  1976,  and  it  was 
granted  November  12.  1976.  Blankenship 
A  Harbour's  motion  was  filed  December  3, 
1976  and  granted  February  18,  1977.  The 
motion  of  Security  Bank  and  Trust  Compa- 
ny  was  filed  January  21,   1977  and   was 


granted  in  lesa  than  a  month,  on  February 
17.  1977. 

Th<'  sum.nary  judgment  is  not  a  favored 
device  in  a  case  such  as  this,  involving  as  it 
Joes  a  number  of  complex  factual  issues. 
The  various  elements  of  common  law  fraud 
as  well  as  lOb-5  fraud  are  factual.  When 
you  add  to  that  condition  the  curtailment  of 
discovery,  the  judgments  are  on  their  face 
questionable. 

(3)  Considering  then  that  these  eauaes 
are  highly  complex,  and  considering  also  the 
fact  that  the  legal  reaponaibiiity  of  bond 
lawyers  and  the  banks  escrow  holders  is  a 
new.  relatively  undeveloped  issue,  while  the 
court  should  carefully  and  judiciously  su- 
pervise the  case,  it  should  not  prematurely 
terminate  it.  We  reject  the  contention  of 
the  defendants  that  the  plaintiffs  were  es- 
topped to  complain  about  the  incomplete- 
ness of  the  record  on  the  ground  that  the 
judgments  were  not  final  within  the  provi- 
sions of  Rule  54(b).  The  defendants  say 
that  the  plaintiffs  had  full  opportunity  to 
continue  discovery  and  to  show  that  materi- 
al issues  of  fact  were  present  and  that  they 
voluntarily  brought  the  case  to  this  court. 
This,  however,  loses  sight  of  the  fact  that 
the  atmosphere  of  the  caae  was  difficult,  if 
not  impossible,  for  the  plaintiffs,  and  under- 
standably they  sought  a  fresh  start.  It  was 
not  only  the  haste  of  the  trial  court,  it  was 
the  atmosphere  of  stress  which  pervaded 
the  proceedings  which  created  the  difficul- 
ty. 


III. 


FED.R.CIV.P.  30(g)  SANCTIONS 

The  final  issue  which  we  are  asked  to 
consider  is  the  propriety  of  the  order  direct- 
ing the  plaintiffs  to  reimburse  the  defend- 
ants' costs  and  lawyers'  fees  incurred  by 
them  in  connection  with  their  attendance  at 
the  deposition  of  R.  J.  Allen.  The  plaintiffs 
gave  written  notice  of  the  deposition  to  the 
defendants  in  six  sepsrate  lawsuits.  These 
included  three  cases  pending  in  Alabama, 
one  in  Kansas,  and  the  Fnnke  and  Cronin 
pending  in  Oklahoma. 
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The  deposition  was  commenced  on  Janu- 
ary 14.  1977  in  Kingsville,  Texas.  The 
plaintiffs'  counsel  announced  that  he  would 
first  inquire  of  Allen  with  respect  to  gener- 
al matters  pertaining  to  all  six  cases,  after 
which  he  would  inquire  as  to  the  cases 
pending  in  Alabama  and  Kansas  and,  lastly, 
as  lo  the  two  Oklahoma  cases.  After  the 
general  examination  was  completed  at 
three  o'clock  in  the  afternoon,  plaintiffs' 
counsel  proceeded  to  question  Allen  on  mat- 
ten  relevant  only  to  cases  other  than  the 
Oklahoma  cases,  but  reserved  the  right  to 
reopen  the  deposition  as  to  any  of  the  cases 
if  something  relevant  to  them  was  elicited. 
Counsel  for  the  defendants  in  Fnnke  and 
Cronin  felt  obliged  to  remain  in  attendance 
to  protect  the  interests  of  their  clients. 
The  deposition  was  never  reopened  as  to  the 
Fnnke  and  Cronin  cases.  Efforts  to  post- 
pone the  deposition  until  an  agreeable  date 
in  these  cases  were  unsuccessful.  Plain- 
tiffs' counsel  refused  to  release  defendants' 
counsel  from  further  attendance  unless 
they  agreed  not  to  seek  reimbursement 
from  plaintiffs  for  expenses  incurred  in 
connection  with  the  deposition.  Finally,  on 
the  evening  of  Sunday.  January  16, 1977.  by 
stipulation,  the  deposition  in  Fnnke  and 
Cronin  was  postponed  until  February  22. 
1977,  and  counsel  were  excused. 

DefendanU  Rausch,  Security  Bank  & 
Trust  Co..  Guaranty  Trust  Co.  and  Haswell 
and  Gordon  moved  for  reimbursement  un- 
der Rule  aO(g),  Fed.RCiv.P.,  for  attorneys' 
feet  and  costs  for  the  additional  and  unnec- 
essary time  spent  attending  those  portions 
of  the  Alien  deposition  which  did  not  per- 
tain to  their  cases.  After  a  hearing,  the 
trial  court  found  that  the  plaintiffs  had 
failed  to  properly  proceed  with  the  deposi- 
tion aa  required  by  Rule  3(Kg) '  snd  ordered 
the  plaintiffs  to  deposit  sums  totaling  ap- 
proximately $5,000  with  the  clerk  of  the 
court  to  reimburse  the  defendants  for  the 
period  of  time  they  were  required  to  be  in 
attendance  when  the  deposition   was  not 

I.    The  appUcabic  langusfe  of  Rule  30(g)  tutes: 

(1)  If  the  party  t'vint  the  nouce  of  the 
taking  of  a  deposition  fails  to  attend  and 
pcoceed  therewith  and  another  party  attends 
ia  person  or  by  attorney  pursuant  to  the 


proceeding  on  issues  relevant  to  Fnnke  and 
Cronin.  The  court  also  restrained  the  plain- 
tiffs from  taking  further  depositions  until 
the  money  had  been  deposited  with  the 
clerk  of  the  court,  and  a  further  order  was 
entered  that  no  part>  in  ihe  Fnnke  or 
Cronin  cases  were  to  attempt  to  take  depo- 
sitions jointly  with  depositions  in  cases  filed 
in  other  districts. 

[4]  The  plaintiffs  argue  that  Rule  30(g) 
requires  that  counsel  fail  to  Mttend  a  no- 
ticed deposition  as  well  as  fail  to  proceed 
therewith  before  sanctions  are  imposed. 
This  argument  is  inconsistent  with  the  plain 
language  of  the  rule  as  well  as  with  its 
practical  spirit  and  must  be  rejected.  At- 
tendance without  proceeding  forward  with 
a  deposition  is  sufficient  to  invoke  the  pro- 
visions of  Rule  30(g).  See  Detsch  dt  Co.  v. 
AmericMn  Products  Co..  141  F.2d  662  (9th 
Cir.  1944). 

[5]  Plaintiffs  also  claim  that  it  was  not 
unreasonable  to  refuse  to  release  counsel  in 
the  Fnnke  and  Cronin  cases  because  mat- 
ters relevant  to  the  cases  were  discussed 
during  all  portions  of  the  deposition.  It  is 
further  argued  that  all  six  of  the  cases 
involved  interrelated  nationwide  fraudulent 
schemes.  It  is  too  early  in  the  proceedings 
of  these  cases  to  determine  the  truth  of  this 
contention. 

The  order  granting  reimbursement  is 
therefore  stayed  pending  further  proceed- 
ings. The  trial  judge  should  reconsider  the 
propriety  and  the  amount  of  the  reimburse- 
ment order  following  the  final  disposition  of 
these  cases. 

[6]  A  question  remains  as  to  the  propri- 
ety of  the  restraint  against  further  deposi- 
tion taking  by  the  plaintiffs  until  the  reim- 
bursement monies  are  deposited  with  the 
court.  There  is  no  authority  for  this  sanc- 
tion in  Rule  30(g),  and  no  case  law  to  sup- 
port it  has  been  found.  Further,  the  order 
was  unnecessarily  severe  under  the  circum- 

noticc.  the  court  may  order  the  party  giving 
the  notice  to  pay  to  such  other  party  the 
reasonable  expenses  incurred  by  him  and  his 
attorney  in  attending,  including  reasonable 
attorney's  fees. 
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•nd  Mioafit«d  t«  exeosive  punbh-       SETH.  C  J.,  will  fik  •  .epar.1.  opinion. 
iiMfit.    Thftt  portion  of  the  order  must  bt 
vacftUd.  /s\ 


Exhibit  G 


[198.343]  SMuritiM  ond  Exdiongt  CemmiMion  v.  Cdkoun  Coimty  lAtdkai  Fodlity,  Inc. 

United  Sum  District  Court.  Northcm  Oiitrtct  of  MiMiMippi.  WC  •1-46-WK-P.  May  28. 1981. 
Order  and  Stipulation  in  full  tnt. 


Ofliifflwgi  Undwriakiim.— A»  part  of  a  coment  judgment  in  an  SEC  enibcice* 
snc  proceeding,  an  attorney  has  undertaken  to  ha««  the  law  nrm  in  which  he  is  a  partner 
establish  specified  procedures  relating  to  the  firm's  repmenution  of  issuers  and  undervmicrs  in 
connection  with  bond  offerings. 

See  M815.  'Securities  Act— Liabilities"  division.  Vslume  1. 
Barton  S.  Sacher.  Joseph  L.  Grant.  Aast.  Regional  Administrator.  Atlanu.  Georgia,  for  plaintiff. 

Henry  L.  Lackey.  Calhoun  City.  Mississippi,  for  defendant  Calhoun  County  Medical  nullity. 
Inc. 

Sicptoe  A  Johnson.  Judah  Best,  Wuhington.  O.C..  for  defendants  Bullington-Schas  it  Co..  Inc. 
Harvey  L.  Pitt.  Wuhington,  D.C..  for  defendant  Sklar. 
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Kkady,  District  Jiidfc:  PlaintitI,  Sccuritict 
•nd  Exchange  Commission  ("Commission"), 
having  filed  its  Complamt  herein:  defendant. 
Jcrsid  H.  Sklar.  ("SkUr").  having  acknowl- 
edged receipt  of  a  copy  of  the  Complaint  in  the 
Stipulation  and  Consent  filed  in  this  action, 
having  consented  to  the  exercise  of  lunsidic- 
tiun  b\  the  Court  iner  him  and  (he  subiect 
matter  uf  ihis  action:  plamtiff  Cummihsion 
and  defendant  Sklar.  havmg  entered  into  the 
annexed  Stipulation  and  Consent  which  is  in- 
corporated by  reference  hcrem  and  made  a 
part  of  this  Final  Order:  plaintiff  Commission 
and  defendant  Sklar  having  «»ai\ed  the  entry 
of  findings  of  (act  and  conclusions  of  law  under 
Rule  32  of  the  federal  Rules  of  Civil  Ptxxedune 
as  to  the  issues  involved  in  said  Complaint: 
defendant  having  agreed,  without  admitting 
or  denying  the  allegations  of  plaintiff  Commis- 
sion's Complaint,  to  the  entry  of  this  Final 
Order,  and  it  appearing  that  this  Court  has  ju- 
risdiction over  the  parties  and  the  subject 
hereof,  and  the  Court  being  fully  advised  in  the 
premises: 

I.  IT  IS  HEREBY  ORDERED  that  defen- 
dant. Jerald  H.  Sklar.  shall  not.  directly,  indi- 
rectly, or  through  any  other  person  or  entity,  in 
the  ofier  or  sale  of  any  securities,  by  the  use  of 
any  means  or  instrumenu  of  transportation  or 
communication  in  interstate  comnterce  or  by 
the  use  of  the  mails:  obtain  money  or  propeny 
by  means  of  any  untrue  statement  of  a  mate- 
rial (act  or  any  omission  to  state  a  material 
Diet  necessar>  in  order  to  make  the  statements 
made,  in  light  of  the  circumstances  under 
which  they  were  made,  not  misleading,  or  en- 
gage in  any  transaction,  practice  or  course  of 
business  which  operates  or  would  operate  as  a 
fraud  or  deceit  upon  the  purchasers  or  pro- 
spective purchasers,  and.  funher.  it  is 

II  ORDERED  that  JERALD  H.  SKLAR 
comply  with  the  undertakings  contained  in 
the  Stipulation  and  Consent  attached  hereto 
and  incorporated  herein  by  reference,  and  fur* 
ther.  it  is 

III.  ORDERED  that  the  Coun  retains  juris- 
diction of  this  matter  for  purposes  of  enforcing 
this  Order,  and.  further,  it  is 

IV.  ORDERED  that,  there  being  no  just  rea- 
son for  delay,  the  Clerk  of  the  Court  is  hereby 
directed  to  enter  this  Order  with  the  Stipula- 
tion and  Consent  annexed  hereto,  and  further, 
it  is 

V.  ORDERED  that,  except  as  otherwise 
provided  herein,  this  action  against  defendant 
Sklar  be,  and  the  same  herebv  is.  dismissed 
with  prejudice  and  without  costs  to  either 
party 

Entered  this  2tth  dav  of  Mav.  1981 . 


STIPULATION  AND  CONSENT 

Plaintiff  Securities  and  Exchange  Commis- 
sion (the  "Commission")  and  Defendant  Jerald 
H.  Sklar  ("Sklar").  by  and  through  their  re- 
spective attorneys,  hereby  stipulate  and  agree 
as  follows: 

I .  Defendant  Sklar: 

a.  Consents  to  the  jurisdiction  of  this  Court 
over  him  and  over  the  subject  mailer  uf  this 
action  and  acknowledges  service  upon  and  re- 
ceipt by  him  of  the  Commission's  Complaint 
herein: 

b.  ^Ataivcs  notice  of  the  entry  of  the  attached 
Final  Order,  and  consents  without  his  admit- 
ting or  denying  the  allegations  of  the  Com- 
plaint, except  as  to  jurisdiction,  that  the 
annexed  Final  Order  may  be  presented  by 
Plaintiff  Commission  to  the  Court  for  signa- 
ture and  entry: 

c.  States  that  he  enteres  into  this  Stipufation 
and  Consent  volunurily  and  that,  except  ibr 
the  representations  of  the  Commission  set 
forth  herein.  n9  promise  or  threat  uf  any  kind 
has  been  made  to  him  or  to  any  representative 
of  his  by  the  Commission  or  any  member,  of- 
ficer, agent,  employee  or  representative  thereof 
to  induce  him  to  enter  into  this  Consent,  and 
that  the  Stipulation  and  Consent  is  entered 
into  for  the  purpose  of  resolving  the  instant 
action  and  has  no  bearing  on  and  shall  not  in 
any  way  prejudice  or  otherwise  affect  any 
other  proceeding,  civil,  administrative  or 
criminal,  by  any  other  governmental  agency 
or  private  party,  which  has  been  or  may  be 
instituted: 

d.  Undertakes  and  agrees  not  to  obtain 
money  or  property  by  means  of  any  untrue 
statement  of  a  material  bet  or  any  omission  to 
Slate  a  material  Eact  necessary  in  order  to 
make  the  statements  made,  in  the  light  of  the 
circumstaiKes  under  which  they  are  made,  not 
misleading,  or  to  engage  in  any  transaction, 
practice,  or  course  of  business  which  operates 
or  would  operate  as  a  fraud  or  deceit  upon  a 
purchaser  of  securities: 

e.  Undertakes  to  have  the  law  firm  in  which 
he  is  a  partner  establish  the  following 
procedures: 

i.  iruisting  that  the  issuers  of  industrial 
development  bonds  that  Mr.  Sklar  and  his 
law  firm  represent  in  the  future  will  furnish 
the  Tirm  with  appropriate  audited  financial 
statements  that  have  been  certified  by  an  in- 
dependent accountant  and  insisting  that  the 
same  information  be  furnished  by  the  issuer 
when  Mr.  Sklar  or  the  Hrm  represents  any 
other  party,  such  as  the  underwriter  or  fiscal 
agent,  involved  in  the  distribution  of  such 
securities: 
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ii.  mceiing  bi-weekly  with  all  partners 
and  associates  of  the  firm  involved  in  bond 
distributions  to  review  all  pending  matters 
involving  bond  distributions; 

iii.  requiring  the  appiwal  of  at  least  three 
partners  before  any  legal  opinion  is  issued 
by  the  firm  affecting  ihc  diktributiun  uf 
securities: 

iv.  delineating  the  scope  uf  the  firm's  rule 
and  obligation  both  in  an  engagement  letter 
to  be  presented  to  the  issuer  and  under- 
writer in  transactions  in  which  the  firm  is  to 
act  as  bond  counsel,  in  connection  with  the 
issuance  ot  securities,  and  in  the  official 
statement: 

v.  declining  to  participate  in  any  indus- 
trial development  bond  offering  unless  the 
issuer,  underwriter  and  ocher  participants  in 
the  offering  are  each  represented  by  counsel 
who  are  knowledgeable  (and  current  in  their 
knowledge)  about  the  requirements  of  the 
federal  securities  laws:  and 

vi.  requiring  partners  and  associates  in 
the  law  firm  practicing  securities  law  to  up- 
date their  familiarity  with  the  federal  se- 
curities laws  by  attending,  at  least  annually, 
appropriate  continuing  legal  education 
programs. 

f.  Undertakes  to  make  himself  available  to 
and  shall  appear  at  any  trial  or  hearing  or  pre- 
trial deposition  in  the  above-captioned  action 
at  the  oral  or  written  request  of  the  Commis- 
sion, communicated  to  him  or  to  his  counsel  of 
record  herein,  without  requiring  that  such  a 
subpoena  be  served  upon  him  requiring  such 
appearance:  provided,  however,  that  such  re- 
quest shall  be  communicated  no  less  than  two 
weeks  before  the  Commission  desires  his  at- 
tendance at  any  such  trial,  hearing  or  pre-trial 
discovery  proceeding:  and  provided  further, 
that  if  at  the  time  any  such  notice  respecting 
pre-trial  deposition  is  communicated  to  him. 
Sklar  shall  be  outside  the  United  States,  the 
time  of  his  appearance  shall  be  subject  to  rea- 
sonable adjustment  except  with  respect  to  any 
trial  or  hearing  as  to  which,  if  he  receives  the 
aforesaid  notice,  he  shall  appear  on  the  date<s) 
requested: 

g.  Sutcs  that  he  enter  into  this  Stipulation 
and  Consent  to  terminate  these  proceedings 
and  to  avoid  the  expenditure  of  additional  cost 
and  time,  prior  to  any  hearing,  trial,  adjudica- 
tion or  presentation  of  evideiKe: 


h.  Consents  to  the  Court  s  retention  of  juris- 
diction over  him  solely  for  the  purpose  of  en- 
foreing  or  modifying  tiie  terms  and  conditions 
contained  in  the  Final  Order  and  the  Stipula- 
tion and  Consent. 

2.  Plaintiff  Commission: 

a.  Stipulates  that  it  shall  not  institute  anv 
proceedings  against  Sklar  or  an\  law  firm 
with  which  he  is  or  may  become  aMuciated 
under  Rule  2(e)  of  the  Cummissiunii  Rules  of 
Practice  (17  C  F.R  201.2(e)]  based  solely  upon 
(i)  any  of  the  allegations  set  forth  in  the  Com- 
plaint filed  in  these  proceedings:  or  (ii)  the  fil- 
ing of  the  Complaint  herein:  or  (iii)  the  entry  of 
the  Stipulation  and  Consent  herein:  or  (iv)  the 
entry  of  the  Final  Order  herein.  It  is  further 
stipulated  that,  in  the  event  that  a  Rule  2(e) 
proceeding  is  instituted,  if  the  independent 
factual  and  legal  bases  for  such  proceeding 
were  not  proven,  the  proceeding  would  be  dis- 
missed and  no  sanction  would  be  imposed. 

b.  Stipulates  that  neither  the  entry  of  this 
Stipulation  and  Consent,  nor  the  entry  of  the 
Final  Order,  nor  the  filing  of  the  Commission  s 
Complaint  herein,  nor  the  allegations  set  forth 
in  the  Commission's  Complaint,  shall  be  re- 
quired to  be  disclosed  in  any  proxy  or  registra- 
tion statement,  or  offering  statement,  or  any 
filing  required  to  be  made  with  the  Commis- 
sion under  the  federal  securities  laws,  by  any 
client  of  Mr.  Sklar  or  by  the  client  of  any  law 
firm  with  which  Mr  Sklar  is  or  may  become 
associated  (where  Mr  Sklar  acts  solely  in  the 
capacity  of  attorney  for  such  client  and  not  in 
any  other  capacity  defined  in  Securities  Act 
Rule  40S  [17  CT.R.  2J0.40S]  such  as  officer, 
director,  parent,  affiliate,  associate,  control 
person  or  promoter  of  such  dientX 

3.  Plaintiff  Commission  and  Defendant 
Sklar: 

a.  Sute  that  this  Stipulation  and  Consent 
does  not  constitute  any  evidence  or  admission 
of  any  wrongdoing  by  Mr  Sklar.  or  an  ad- 
judication by  the  Court  with  respect  to  any 
issue  of  fact  or  law.  and  that  no  part  of  either 
this  Stipulation  and  Consent  or  the  Final 
Order  is  inunded  to  have  collateral  estoppel 
effect  upon  Sklar  or  to  preclude  Sklar  from 
fully  litigating  any  such  issue  of  bet  or  law  in 
any  other  forum  or  jurisdiction. 

b.  Waive  the  entry  of  findings  of  hct  and  con- 
clusions of  law  as  to  the  issues  involved  herein 
pursuant  to  Rule  S2  of  the  Federal  Rules  of 
Civil  Procedure. 
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Securities  Act  of  1933  Release  No.  5523 
(August  21,  1974) 
In  the  Matter  of  Jo  M.  Ferguson 


Exhibit H 


Model:  Loan  Agreement  with 
Note;  Guaranty;  Syndicate 
with  Representative 
Exhibit  A  not  attached 


Revised  8/31/84 


[Name  of  Issuer] 

Revenue  Bonds 


Company  Project)  19 Series 


BOND  PURCHASE  AGREEMENT 

[Date],  19 


[Name  of    Issuer] 
[address  ] 

Attention: 


[Name  and  Address  of  Company] 


Attention: 

[Name  and  Address  of  Guarantor] 


Attention: 

Dear  Sirs: 

The  undersigned  (the  ** Representative")  acting  on 
behalf  of  the  several  Underwriters  named  in  Schedule  I 
hereto  (the  "Underwriters'*),  offer  to  enter  into  the  follow- 
ing agreement  (the  "Agreement")  with  you,  the  

,  a  [municipal  corporation]  of  the  State  of 

(the  "Issuer"), 


corporation  (the  "Company"),  and ,  a 

corporation  (the  "Guarantor" ) ,  which,  upon  your 

written  acceptance  of  this  offer,  will  be  binding  upon  you 
and  upon  the  Underwriters.   This  offer  is  made  subject  to 

your  acceptance  of  this  Agreement  on  or  before  New 

York  time  on  the  date  hereof  and,  if  not  so  accepted,  will 


be  subject  to  withdrawal  by  the  Underwriters  upon  notice 
delivered  to  you  by  the  Representative  at  any  time  prior  to 
the  acceptance  hereof  by  you. 

1.  Purchase  and  Sale  of  Bonds.   Upon  the  terms 
and  conditions  and  upon  the  basis  of  the  representations, 
warranties  and  agreements  set  forth  herein,  the  Underwriters 
hereby  agree,  jointly  and  severally,  to  purchase  from  the 
Issuer,  and  the  Issuer  hereby  agrees  to  sell  to  the  Under- 
writers, the  Revenue  Bonds  ( 

Company  Project)  19 Series  of  the  Issuer  in  the  principal 

amount  set  forth  in  the  heading  of  this  Agreement  (the 
'*Bonds'*).   The  Bonds  shall  be  dated,  shall  mature  and  shall 
bear  interest  at  the  rate  or  rates  as  set  forth  on  the  cover 
of  the  Official  Statement  referred  to  below.   The  purchase 

price  for  the  Bonds  shall  be  [$ (representing  % 

of  the  principal  amount  of  the  Bonds)]  plus  interest  accrued 
on  the  Bonds  from  their  date  to  the  date  of  the  payment  for 
and  the  delivery  of  the  Bonds  (such  payment  and  delivery 
being  herein  sometimes  called  the  ''Closing"). 

The  Bonds  shall  be  as  described  in,  and  shall  be 
issued  and  secured  under  the  provisions  of,  an  Indenture  of 
Trust  (the  "Indenture"),  dated  as  of  ,  19 ,  be- 
tween the  Issuer  and  ,  as  trustee  (the 

"Trustee").  The  Bonds  are  to  be  issued  in  connection  with 
the  loan  by  the  Issuer,  pursuant  to  a  Loan  Agreement  (the 

"Loan  Agreement"),  dated  as  of  ,  19 ,  between  the 

Issuer  and  the  Company,  for  the  purpose  of  financing  the 
Project  (as  such  term  is  defined  in  the  Loan  Agreement). 
The  Bonds  will  be  payable  out  of  payments  made  by  the  Com- 
pany to  the  Issuer  under  the  Loan  Agreement,  including  pay- 
ment under  a  promissory  note  (the  "Note")  delivered  by  the 
Company  pursuant  to  the  Loan  Agreement,  which  the  Issuer  has 
assigned  to  the  Trustee  pursuant  to  the  Indenture,  and  shall 
be  guaranteed  by  the  Guarantor  pursuant  to  a  Guaranty  Agree- 
ment dated  as  of  ,  19 (the  "Guaranty")  between 

the  Guarantor  and  the  Trustee.   The  Bonds  will  be  special 
obligations  of  the  Issuer  payable  solely  out  of  revenues  or 
other  receipts,  funds  or  moneys  pledged  therefor. 

2.  Official  Statement.   Concurrently  with  their 
acceptance  hereof,  the  Issuer,  the  Company  and  the  Guarantor 
will  deliver  to  the  undersigned  an  official  statement  dated 
the  date  hereof,  signed  on  behalf  of  the  Issuer,  including 
an  Appendix  consisting  of  financial  and  other  information  in 
respect  of  the  Company  and  the  Guarantor.   Such  official 
statement,  together  with  such  Appendix,  is  hereinafter 
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called  th€   "Official  Statement".   Each  of  the  Issuer,  the 
Company  and  the  Guarantor  hereby  authorizes  the  use  by  the 
Underwriters  of  the  Indenture,  the  Loan  Agreement,  the  Guar- 
anty and  the  Official  Statement  and  any  amendments  or  sup- 
plements thereto  pursuant  to  this  Section  2,    and  the  infor- 
mation contained  therein,  in  connection  with  the  offering 
and  sale  of  the  Bonds.   Each  of  the  Issuer,  the  Company  and 
the  Guarantor  hereby  consents  to  the  use  by  the  Underwriters 
prior  to  the  date  hereof  of  a  preliminary  official  statement 

dated  ,  including  an  Appendix  consisting  of 

financial  and  other  information  in  respect  of  the  Company 
and  the  Guarantor,  in  connection  with  the  offering  of  the 
Bonds.   Such  preliminary  official  statement,  together  with 
such  Appendix,  is  hereinafter  called  the  "Preliminary  Offi- 
cial Statement". 

Subject  to  Section  7  hereof,  during  such  period 
(terminating  not  later  than  30  days  after  the  delivery  of 
the  Bonds)  as  the  Representative  believes  delivery  of  the 
Official  Statement,  as  it  may  be  amended  or  supplemented,  is 
necessary  or  desirable  in  connection  with  sales  of  the 
Bonds,  if  any  event  shall  occur  as  a  result  of  which  it  is 
necessary  to  amend  or  supplement  the  Official  Statement  in 
order  that  the  Official  Statement  not  contain  any  untrue 
statement  of  a  material  fact  or  omit  to  state  a  material 
fact  necessary  in  order  to  make  the  statements  made  therein, 
in  the  light  of  the  circumstances  when  the  Official  State- 
ment is  delivered  to  a  purchaser,  not  misleading,  the  Is- 
suer, the  Company  and  the  Guarantor  will  prepare  and  furnish 
to  the  Representative,  at  the  Guarantor's  expense,  either 
amendments  or  supplements  to  the  Official  Statement  so  that 
the  Official  Statement,  as  so  amended  or  supplemented,  will 
not  contain  any  untrue  statement  of  a  material  fact  or  omit 
to  state  a  material  fact  necessary  in  order  to  make  the 
statements  made  therein,  in  the  light  of  the  circumstances 
when  the  Official  Statement  is  so  amended  or  supplemented, 
not  misleading.   The  Issuer,  the  Company  and  the  Guarantor 
also  agree  that,  before  the  Official  Statement  is  amended  or 
supplemented,  they  shall  furnish  a  copy  of  each  proposed 
amendment  or  supplement  to  the  Representative  who  shall  have 
the  right  to  approve  such  amendment  or  supplement,  which 
approval  shall  not  be  unreasonably  withheld. 

3.   Sale  of  all  the  Bonds;  Offering.   It  shall  be 
a  condition  to  the  Issuer's  obligation  to  sell  and  deliver 
the  Bonds  to  the  Underwriters  to  purchase  and  accept  deliv- 
ery of  the  Bonds  that  all  Bonds  be  sold  and  delivered  by  the 
Issuer  and  accepted  and  paid  for  by  the  Underwriters  at  the 
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Closing.   The  Underwriters  agree  to  offer  all  the  Bonds,  at 
a  price  not  in  excess  of  the  initial  offering  prices,  as  set 
for^  on  the  cover  of  the  Official  Statement,  plus  interest 
accrued  thereon  from  their  date  to  the  date  of  the  Closing. 

4.   Representations,  Warranties  and  Agreements  of 
the  Issuer.   The  Issuer  represents,  warrants  and  agrees  as 
follows: 

(a)  The  Issuer  is  a  body  politic  and  corporate 
and  a  duly  constituted  and  validly  existing  political 

subdivision  of  the  State  of  ,  with  full  legal 

right,  power  and  authority  under  and  pursuant  to  Arti- 
cle    of  the  Annotated  Code  of  (the  "En- 
abling Legislation"),  to  execute  and  deliver  this 
Agreement,  the  Loan  Agreement  and  the  Indenture  and  to 
perform  its  obligations  under  each  thereof  and  to  issue 
and  sell  the  Bonds  pursuant  hereto  and  to  the  Inden- 
ture. 

(b)  The  Issuer  has  taken  all  necessary  action  and 
has  complied  with  all  provisions  of  the  Constitution  of 

the  State  of  and  the  Enabling  Legislation, 

including  but  not  limited  to  [add  language  re  approval 
of  Bond  Authorization  Ordinance  and  Bond  Resolution] , 
required  to  make  this  Agreement,  the  Loan  Agreement, 
the  Indenture  and  the  Bonds  the  valid  and  binding  obli- 
gations they  purport  to  be;  and,  when  executed  and 
delivered  by  the  parties  thereto,  this  Agreement,  the 
Loan  Agreement  and  the  Indenture  will  constitute  legal, 
valid  and  binding  agreements  of  the  Issuer,  enforceable 
in  accordance  with  their  respective  terms,  subject  to 
applicable  bankruptcy,  insolvency  and  other  laws  af- 
fecting creditors*  rights  generally,  and  subject,  as  to 
enforceability,  to  general  principles  of  equity  (re- 
gardless of  whether  enforcement  is  sought  in  a  proceed- 
ing in  equity  or  at  law).   The  Issuer  has  duly  autho- 
rized all  necessary  action  to  be  taken  by  it  for  the 
execution  and  delivery  of  the  Official  Statement. 

(c)  The  Issuer  will  refrain  from  knowingly  taking 
any  action  with  regard  to  which  the  Issuer  may  exercise 
control  that  would  result  in  the  loss  of  the  exemptions 
from  taxation  of  the  Bonds  referred  to  under  the  cap- 
tion "Tax  Exemption"  in  the  Official  Statement. 

(d)  There  is  no  action,  suit,  proceeding  or  in- 
vestigation, at  law  or  in  equity,  before  or  by  any 
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court  or  governmental  agency  or  body,  pending  or,  to 
the  best  knowledge  of  the  Issuer,  threatened  against  or 
affecting  the  Issuer,  wherein  an  unfavorable  decision, 
ruling  or  finding  would  adversely  affect  the  transac- 
tions contemplated  hereby  and  by  the  Loan  Agreement  and 
the  Indenture,  or  which,  in  any  way,  would  adversely 
affect  the  validity  of  the  Bonds,  the  Indenture,  the 
Loan  Agreement,  this  Agreement,  or  any  agreement  or 
instrument  to  which  the  Issuer  is  a  party  and  which  is 
used  or  contemplated  for  use  in  the  consummation  of  the 
transactions  contemplated  hereby  and  by  the  Indenture 
or  the  exemption  from  taxation  as  set  forth  in  the 
approving  opinion  of  ,  Bond  Counsel. 

(e)  The  information  contained  in  the  Preliminary 
Official  Statement  and  in  the  Official  Statement  under 
the  caption  "The  Issuer**,  insofar  as  it  relates  to  the 
Issuer,  is  true,  correct  and  complete  in  all  material 
respects,  and  such  information  does  not  contain  any 
untrue  or  misleading  statement  of  a  material  fact  or 
omit  to  state  any  material  fact  necessary  in  order  to 
make  the  statements  therein,  in  the  light  of  the  cir- 
cumstances under  which  they  were  made,  not  misleading. 

(f)  The  Issuer  agrees  to  cooperate  with  the  Un- 
derwriters and  their  counsel  in  endeavoring  to  qualify 
the  Bonds  for  offering  and  sale  under  the  securities  or 
Blue  Sky  laws  of  such  jurisdictions  of  the  United 
States  as  the  Underwriters  may  request;  provided,  how- 
ever, that  the  Issuer  will  not  be  required  to  execute  a 
special  or  general  consent  to  service  of  process  or 
qualify  as  a  foreign  corporation  in  connection  with  any 
such  qualification  in  any  jurisdiction;  and  provided, 
further,  that  the  Issuer's  out-of-pocket  costs  in  re- 
spect thereof  are  paid  out  of  the  proceeds  of  the  Bonds 
or  are  otherwise  provided  for. 

Any  certificate  siqrned  [by  any  representative]  of 
the  Issuer  and  delivered  to  the  Representative  shall  be 
deemed  a  representation  and  warranty  by  the  Issuer  to  the 
Underwriters  as  to  the  statements  made  therein. 

5.  Representations,  Warranties  and  Agreements  of 
the  Company  and  the  Guarantor.  The  Company  and  the  Guaran- 
tor represent,  warrant  and  agree  as  follows: 

(a)   The  Guarantor  is  a  corporation  duly  orga- 
nized, validly  existing  and  in  good  standing  under  the 
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lavs  of  the  State  of  and  the  Company  is  a 

duly  organized,  validly  existing  vholly-*owned  subsid- 
iary of  the  Guarantor  and  is  authorized  and  qualified 
to  do»  business  in  the  State  of  . 

(b)  At  the  date  of  execution  by  the  Guarantor  and 
the  Company  of  this  Agreement,  the  Official  Statement 
is,  and  at  all  times  subsequent  thereto  up  to  and  in- 
cluding the  Closing  Date  the  Official  Statement,  as 
amended  or  supplemented  pursuant  to  Section  2  hereof, 
will  be,  and  the  Preliminary  Official  Statement  as  of 
its  date  was,  true  and  correct  in  all  material  respects 
for  the  purposes  for  which  their  respective  uses  are  or 
were  authorized;  and  the  Official  Statement  does  not, 
and  the  Preliminary  Official  Statement  as  of  its  date 
did  not,  include  any  untrue  statement  of  a  material 
fact  or  omit  to  state  any  material  fact  necessary  in 
order  to  make  the  statements  made  therein,  in  the  light 
of  the  circumstances  under  which  they  are  or  were  made, 
not  misleading,  except  that  the  foregoing  does  not 
apply  to  information  contained  under  the  captions  "The 
Issuer**  or  *'Underwriting** . 

(c)  Except  as  may  be  specifically  set  forth  in 
the  Official  Statement,  there  is  no  action,  suit,  pro- 
ceeding or  investigation,  at  law  or  in  equity,  before 
or  by  any  court  or  governmental  agency  or  body,  pending 
or,  to  the  best  knowledge  of  the  Company  and  the  Guar- 
antor, threatened  (i)  which  might  reasonably  (x)  result 
in  material  liability  on  the  part  of  the  Guarantor  or 
the  Company  or  (y)  materially  and  adversely  affect  the 
operation,  condition  or  feability  of  the  Project  or 
(ii)  wherein  an  adverse  decision,  ruling  or  finding 
would  (x)  materially  and  adversely  affect  the  transac- 
tions contemplated  by  this  Agreement  or  (y)  adversely 
affect  the  validity  or  enforceability  of  the  Loan 
Agreement,  the  Bonds,  the  Indenture,  the  Note,  the 
Guaranty  or  this  Agreement. 

(d)  The  audited  financial  statements  with  respect 
to  the  Guarantor  and  its  consolidated  subsidiaries 
included  in  the  Appendix  to  the  Official  Statement  or 
the  Preliminary  Official  Statement,  as  the  case  may  be, 
have  been  prepared  in  accordance  with  generally  ac- 
cepted accounting  principles  consistently  applied 
throughout  the  periods  concerned  (except  as  otherwise 
disclosed  in  the  notes  to  such  financial  statements), 
conform  to  the  requirements  of  Regulation  S-X  of  the 


304 


Securities  and  Exchange  Commission  and  fairly  present 
the  financial  position  and  results  of  operations  of  the 
Guarantor  and  its  consolidated  subsidiaries  at  the 
respective  dates  and  for  the  respective  periods  indi- 
cated therein. 

The  unaudited  financial  statements,  if  any,  with 
respect  to  the  Guarantor  and  its  consolidated  subsid- 
iaries  included  in  the  Appendix  to  the  Official  State- 
ment or  the  Preliminary  Official  Statement,  as  the  case 
may  be  (i)  have  been  prepared  in  conformity  with  the 
generally  accepted  accounting  principles  reflected  in 
the  audited  financial  statements  of  the  Guarantor  and 
its  consolidated  subsidiaries  at  and  for  the  years 

ended  (December  31, ]  19 ,  and  (December  31, )  19 , 

respectively,  included  in  such  Appendix,  and  (ii)  in 
the  opinion  of  management  of  the  Gu'iarantor  present 
fairly  the  financial  position  and  results  of  operations 
of  the  Guarantor  and  its  consolidated  subsidiaries  for 
the  periods  indicated  therein  and  reflect  all  adjust- 
ments necessary  to  that  effect. 

(e)  Substantially  all  of  the  proceeds  of  the 
Bonds  will  be  used  to  finance  (describe  nature  of 
Project]  within  the  meaning  of  Section  [add  relevant 
section  of  103]  of  the  Internal  Revenue  Code  of  1954, 
as  amended;  the  Company  will  not  take  or  omit  to  take 
any  action  which  action  or  omission  will  in  any  way 
cause  the  proceeds  from  the  sale  of  the  Bonds  to  be 
applied  in  a  manner  contrary  to  that  provided  in  the 
Indenture  and  the  Loan  Agreement,  as  in  force  from  time 
to  time. 

(f)  During  the  period  between  the- date  hereof  and 
the  Closing  Date,  the  Guarantor  will  furnish  to  the 
Representative,  promptly  upon  transmission  thereof, 
copies  of  such  financial  statements  and  reports  as  it 
shall  file  with  the  Securities  and  Exchange  Commission. 

Any  certificate  signed  by  an  officer  of  the  Com- 
pany or  the  Guarantor  and  delivered  to  the  Representative 
shall  be  deemed  a  representation  and  warranty  by  the  Company 
and  the  Guarantor  to  the  Underwriters  as  to  the  statements 
made  therein. 

6.   Closing.   At  10:00  a.m..  New  York  time,  on 
,19   ,  or  on  such  later  date  within  seven  busi- 


ness days  thereafter  as  shall  be  agreed  upon  in  writing  by 
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the  Issuer  and  the  Representative  (the  "Closing  Date**),  the 
Issuer  will  deliver  the  Bonds  to  the  Representative  for  the 
account  of  the  Underwriters  in  definitive  form,  duly  ex- 
ecuted and  authenticated,  in  New  York,  New  York,  and  will 
deliver  to  the  Representative  the  other  documents  herein 
mentioned,  at  the  office  of  [Salomon  Brothers  Inc]  at  One 
New  York  Plaza,  New  York,  New  York.   The  Representative  will 
accept  such  delivery  and  pay  the  purchase  price  of  the  Bonds 
as  set  forth  in  Section  1  hereof  by  certified  or  bank  cash- 
ier's check  or  checks,  or  by  wire  transfer,  payable  in  New 
York  Clearing  House  funds  to  the  order  of  the  Trustee.   The 
Bonds  shall  be  printed  or  lithographed  on  steel  engraved 
borders,  shall  be  prepared  and  delivered  in  such  authorized 
denominations  and  shall  be  registered  in  such  names  as  the 
Representative  may  request  at  least  three  business  days 
prior  to  the  Closing  Date  and,  if  the  Representative  shall 
so  request,  shall  be  made  available  to  the  Representative  in 
New  York,  New  York  at  least  one  full  business  day  before  the 
Closing  for  purposes  of  inspection  and  packaging. 

7.   Conditions  of  Closing.   The  obligation  of  the 
Underwriters  to  purchase  and  pay  for  the  Bonds  on  the  Clos- 
ing Date  shall  be  subject  to  the  performance  by  the  Issuer, 
the  Company  and  the  Guarantor,  prior  to  or  concurrently  with 
the  Closing,  of  their  respective  obligations  to  be  performed 
under  this  Agreement  and  the  accuracy  of  the  representations 
and  warranties  of  the  Issuer,  the  Company  and  the  Guarantor 
contained  herein  as  of  the  date  hereof  and  as  of  the  Closing 
Date  (it  being  specifically  understood  that  for  purposes  of 
satisfying  this  condition  and  the  conditions  in  paragraph 
(d),  other  than  clause  (iii)  of  paragraph  (d)5,  of  this 
Section  7,  the  term  **Official  Statement"  shall  include  any 
amendments  or  supplements  thereto  pursuant  to  Section  2 
hereof),  and  shall  also  be  subject  to  the  following  addi- 
tional conditions: 

(a)  Each  of  the  Indenture,  the  Official  Statement 
(and  any  amendments  or  supplements  thereto),  the  Loan 
Agreement,  the  Guaranty,  and  the  Note  shall  have  been 
duly  authorized,  executed  and  delivered,  and  each  of 
the  foregoing  shall  be  in  full  force  and  effect  and 
shall  not  have  been  amended,  modified  or  supplemented 
except  as  may  have  been  agreed  to  by  the  Representa- 
tive. 

(b)  The  marketability  of  the  Bonds  or  the  market 
price  thereof  shall  not,  in  the  opinion  of  the  Repre- 
sentative, have  been  materially  adversely  affected  by 
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(i)  an  amendment  to  or  proposal  to  amend  the  Constitu- 
tion of  the  State  of  or  any  Federal  or 

legislation  or  proposed  legislation  or  any 

decision  of  any  Federal  or  state  court  or  any  ruling  or 
regulation  (final,  temporary  or  proposed)  or  official 
statement  on  behalf  of  the  Treasury  Department  of  the 
United  States,  the  Internal  Revenue  Service,  or  other 
Federal  authority  or  authority  of  the  State  of 

,  affecting  the  tax  status  of  the  Issuer,  its 

property  or  income,  its  bonds  (including  the  Bonds)  or 
the  interest  thereon,  (ii)  an  engagement  in  hostilities 
by  the  United  States  which  shall  have  resulted  in  a 
declaration  of  war  or  a  national  emergency  or  any  other 
national  calamity,  (iii)  a  general  suspension  of  or 
material  limitation  on  trading  on  the  New  York  Stock 
Exchange  or  other  national  securities  exchange,  the 
establishment  of  minimum  prices  on  such  exchange  or  the 
declaration  of  a  general  banking  moratorium  by  the 
authorities  of  the  United  States,  the  State  of 
or  the  State  of  New  York  or  (iv)  the  estab- 
lishment of  any  new  restrictions  on  transactions  in 
securities  materially  affecting  the  free  market  for 
securities  or  the  extension  of  credit  by,  or  the  charge 
to  the  net  capital  requirements  of,  underwriters  estab- 
lished by  such  exchange,  the  Securities  and  Exchange 
Commission,  any  other  Federal  or  state  agency  or  the 
Congress  of  the  United  States,  or  by  Executive  Order. 

(c)  No  decision  of  any  Federal  or  state  court  and 
no  ruling  or  regulation  (final,  temporary  or  proposed) 
of  the  Securities  and  Exchange  Commission  or  other 
governmental  agency  shall  have  been  made  or  issued  to 
the  effect  that  (i)  the  Bonds  or  any  securities  of  the 
Issuer  or  of  any  similar  body  of  the  type  contemplated 
herein  or  the  obligations  of  the  Company  under  the  Loan 
Agreement  or  the  Note  or  of  the  Guarantor  under  the 
Guaranty  are  subject  to  registration  requirements  of 
the  Securities  Act  of  1933,  as  amended  or  (ii)  the 
qualification  of  an  indenture  in  respect  of  the  Bonds 
or  any  such  securities  is  required  under  the  Trust 
Indenture  Act  of  1939,  as  amended. 

(d)  At  or  prior  to  the  Closing,  the  Representa- 
tive shall  have  received  the  following  documents,  in 
each  case  satisfactory  in  form  and  substance  to  the 
Representative  and  to  counsel  for  the  Underwriters: 

(1)  The  Official  Statement  signed  on  behalf 
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of  the  Issuer  by  the  [Executive  Director  or  Deputy 
Director] . 

(2)  Two  copies  of  the  transcript  of  all 
proceedings  of  the  Issuer  relating  to  the  authori- 
zation and  issuance  of  the  Bonds,  duly  certified 
by  appropriate  officials  of  the  Issuer. 

(3)  A  certificate,  dated  the  Closing  Date, 
of  the  [Executive  Director  or  Deputy  Director]  of 
the  Issuer,  to  the  effect  that,  to  the  best  knowl- 
edge of  such  official,  (i)  the  representations  and 
warranties  of  the  Issuer  contained  in  Section  4 
hereof  are  true  and  correct  on  and  as  of  the  Clos- 
ing Date  as  if  such  representations  and  warranties 
had  been  made  on  and  as  of  the  Closing  Date  and 
(ii)  the  Issuer  has  complied  with  all  the  terms  of 
this  Agreement,  the  Indenture  and  the  Loan  Agree- 
ment to  be  complied  with  by  it  prior  to  or  concur- 
rently with  the  Closing. 

(4)  A  certificate,  dated  the  Closing  Date, 
of  the  [Executive  Director  or  Deputy  Director]  of 
the  Issuer,  to  the  effect  that,  to  the  best  knowl- 
edge of  such  official,  there  is  no  action,  suit, 
proceeding  or  investigation  at  law  or  in  equity 
before  or  by  any  court  or  governmental  agency  or 
body  pending  or  threatened  against  the  Issuer  to 
restrain  or  enjoin  the  issuance  or  delivery  of  the 
Bonds,  or  the  collection  of  the  payments  to  be 
made  pursuant  to  the  Loan  Agreement  and  the  Note, 
or  in  any  way  contesting  or  affecting  the  validity 
of  this  Agreement,  the  Indenture,  the  Bonds,  the 
Loan  Agreement,  the  Note  or  the  Guaranty  or  con- 
testing the  powers  of  the  Issuer  to  enter  into  or 
perform  its  obligations  under  any  of  the  forego- 
ing. 

(5)  A  certificate,  dated  the  Closing  Date, 
of  an  [appropriate  executive  officer]  of  the  Guar- 
antor, to  the  effect  that,  (i)  the  representations 
and  warranties  of  the  Company  and  the  Guarantor 
contained  in  Section  5  hereof  are  true  and  correct 
in  all  material  respects  on  and  as  of  the  Closing 
Date  as  if  such  representations  and  warranties  had 
been  made  on  and  as  of  the  Closing  Date,  (ii)  t:he 
Company  and  the  Guarantor  have  complied  with  all 
the  terms  of  this  Agreement  and  the  Loan  Agreement 
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to  be  complied  with  by  them  prior  to  or  concur- 
rently with  the  Closing,  and  (iii)  since  the  date 
of  the  Official  Statement  or  the  date  of  the  most 
recent  financial  statements  of  the  Guarantor  in- 
cluded or  incorporated  in  the  Official  Statement, 
there  has  been  no  material  adverse  change  in  the 
condition  (financial  or  other),  earnings,  business 
or  properties  of  the  Guarantor  and  its  subsidiar- 
ies, whether  or  not  arising  from  transactions  in 
the  ordinary  course  of  business,  except  as  set 
forth  in  or  contemplated  in  the  Official  State- 
ment. 

(6)  A  certificate,  dated  the  Closing  Date, 
of  the  [appropriate  executive  officer]  of  the 
Company,  to  the  effect  that,  to  the  best  knowledge 
of  such  officer,  there  is  no  action,  suit,  pro- 
ceeding or  investigation,  at  law  or  in  equity, 
before  any  court  or  governmental  agency  or  body, 
pending  or  threatened  against  the  Company  to  re- 
strain or  enjoin  the  payments  to  be  made  by  the 
Company  pursuant  to  the  Loan  Agreement,  or  in  any 
way  contesting  or  affecting  the  validity  of  this 
Agreement  or  the  Loan  Agreement  or  contesting  the 
powers  of  the  Company  to  enter  into  or  perform  its 
obligations  hereunder  or  thereunder. 

(7)  A  certificate,  satisfactory  in  form  and 
substance  to  the  Representative,  of  one  or  more 
duly  authorized  officers  of  the  Trustee,  dated  the 
Closing  Date,  as  to  the  due  acceptance  of  the 
Indenture  by  the  Trustee  and  the  due  authentica- 
tion and  delivery  of  the  Bonds  by  the  Trustee 
thereunder. 

(8)  An  approving  opinion,  dated  the  Closing 
Date,  of  ,  Bond  Counsel,  in  sub- 
stantially the  form  attached  as  Exhibit  A  to  this 
Agreement,  together  with  a  letter  addressed  to  the 
Representative  on  behalf  of  the  Underwriters  to 
the  effect  that  such  opinion  may  be  relied  upon  by 
the  Underwriters  to  the  same  extent  as  if  it  were 
addressed  to  them. 

(9)  An  opinion,  dated  the  Closing  Date, 
addressed  to  the  Representative,  the  Company  and 

the  Guarantor,  of  ,  counsel 

to  the  Issuer,  in  substantially  the  form  attached 
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as  Exhibit  B  to  this  Agreement. 

(10)  A  supplemental  opinion,  dated  the  Clos- 
ing Date,  addressed  to  the  Representative,  the 
Company  and  the  Guarantor,  of  Bond  Counsel  in 
substantially  the  form  attached  as  Exhibit  C  to 
this  Agreement. 

(11)  An  opinion,  dated  the  Closing  Date, 
addressed  to  Bond  Counsel,  the  Issuer  and  the 

Representative,  of  ,  Esq.,  fVice 

President,  General  Counsel  and  Secretary  of  the 
Guarantor, ]  in  substantially  the  form  attached  as 
Exhibit  D  to  this  Agreement. 

(12)  An  opinion,  dated  the  Closing  Date, 
addressed  to  the  Representative,  of  Cleary, 
Gottlieb,  Steen  &   Hamilton,  counsel  for  the  Under- 
writers, with  respect  to  the  issue  and  sale  of  the 
Bonds,  the  Official  Statement  and  other  related 
matters  as  the  Representative  may  require.   In 
rendering  such  opinion,  Cleary,  Gottlieb,  Steen  & 
Hamilton  may  rely,  without  independent  investiga- 
tion, as  to  the  Federal  tax  status  of  interest  on 
the  Bonds  upon  the  opinion  of  Bond  Counsel  and  as 
to  matters  of  law  upon  the  opinion  of 


(13)  A  letter  from  [Company's  Independent 
Auditors],  dated  the  Closing  Date  and  addressed  to 
the  Representative,  which  shall  confirm  on  the 
basis  of  a  review  in  accordance  with  the  proce- 
dures set  forth  in  such  letter  that  nothing  has 
come  to  its  attention  during  the  period  from  [De- 
cember 31,  19 , ]  to  a  date  not  more  than  five 

business  days  prior  to  the  Closing  Date  which 
would  require  any  change  in  its  letter  (in  sub- 
stantially the  form  attached  as  Exhibit  E  to  this 
Agreement)  dated  the  date  hereof  concerning  the 
Official  Statement  if  it  were  required  to  be  dated 
and  delivered  on  the  Closing  Date. 

(14)  Arbitrage  certification  by  the  Company 
and  the  Issuer. 

(15)  Such  additional  certificates,  proceed- 
ings, opinions,  instruments  or  documents  as  the 
Representative  or  counsel  for  the  Underwriters  may 
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reasonably  request  in  connection  with  the  transac- 
tions contemplated  by  this  Agreement. 

(e)  Subsequent  to  the  respective  dates  as  of 
which  information  is  given  in  the  Official  Statement, 
there  shall  not  have  been  any  change,  or  any  develop- 
ment involving  a  prospective  change,  in  or  affecting 
the  business,  financial  condition  or  properties  of  the 
Guarantor  and  its  subsidiaries  which  change  or  develop- 
ment makes  it  impractical  or  inadvisable  in  the  judg- 
ment of  the  Representative  to  proceed  with  the  offering 
or  the  delivery  of  the  Bonds  as  contemplated  by  the 
Official  Statement. 

(f )  Subsequent  to  the  execution  of  this  Agreement 
there  shall  not  have  been  any  downgrading,  suspension 
or  official  statement  as  to  a  possible  downgrading  of 
any  rating  by  Moody's  Investor's  Service,  Inc.  or  Stan- 
dard &   Poor's  Corporation  of  any  debt  securities  issued 
or  guaranteed  by  the  Guarantor,  including  the  Bonds. 

(g)  All  matters  relating  to  this  Agreement,  the 
Bonds  and  the  sale  thereof,  the  Indenture,  the  Loan 
Agreement,  the  Note,  the  Guaranty  and  the  consummation 
of  the  transactions  contemplated  by  this  Agreement 
shall  have  been  approved  by  the  Representative  and 
counsel  for  the  Underwriters,  such  approval  not  to  be 
unreasonably  withheld. 

If  the  Issuer,  the  Company  or  the  Guarantor  shall 
be  unable  to  satisfy  the  conditions  to  the  obligation  of  the 
Underwriters  contained  in  this  Agreement,  or  if  the  obliga- 
tion of  the  Underwriters  shall  be  terminated  for  any  reason 
permitted  by  this  Agreement,  this  Agreement  may  be  cancelled 
by  the  Representative,  and,  upon  such  cancellation,  neither 
the  Underwriters,  the  Issuer,  the  Guarantor  nor  the  Company 
shall  be  under  further  obligation  hereunder  except  as  pro- 
vided in  Section  8  hereof. 

8.   Expenses.   The  Underwriters  shall  be  under  no 
obligation  to  pay,  and  the  Company  shall  pay  or  cause  the 
Issuer  to  direct  the  Trustee  under  the  Indenture  to  pay  from 
the  proceeds  of  the  Bonds,  any  expenses  incident  to  the 
performance  of  the  Issuer's  obligations  hereunder,  including 
but  not  limited  to  (i)  all  expenses  in  connection  with  the 
preparation,  printing  and  delivery  of  the  Preliminary  Offi- 
cial Statement,  the  Official  Statement  and  any  amendment  or 
supplement  to  either,  (ii)  all  expenses  in  connection  with 
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the  preparation,  printing,  issuance  and  delivery  of  the 
Bonds,  (iii)  all  expenses  in  connection  with  the  prepara- 
tion, printing,  issuance,  delivery  and  recording  or  filing, 
if  any,  of  the  Indenture,  the  Loan  Agreement,  the  Note,  the 
Guaranty  and  this  Agreement  and  any  financing  statement  or 
notice  with  respect  thereto,  (iv)  all  expenses  in  connection 
with  the  preparation  of  Blue  Sky  and  legal  investment  memo- 
randa, if  any,  and  the  qualification  of  the  Bonds  for  sale 
under  the  securities  or  Blue  Sky  laws  of  such  jurisdictions 
as  the  Representative  may  designate,  (v)  all  out-of-pocket 
disbursements  and  expenses  of  the  Underwriters  in  connection 
with  the  sale  and  distribution  of  the  Bonds,  including  the 
fees  and  disbursements  of  Cleary,  Gottlieb,  Steen  &   Hamil- 
ton, counsel  for  the  Underwriters,  (vi)  the  fees  and  dis- 
bursements of  ,  Bond  Counsel,  (vii) 

the  fees  and  disbursements  of  special  counsel  for  the  Com- 
pany, if  any,  (viii)  the  fees  and  disbursements  of  the  coun- 
sel for  the  Issuer,  (ix)  all  expenses  in  connection  with 
obtaining  a  rating  or  ratings  for  the  Bonds  and  (x)  all 
other  expenses  and  costs  of  the  Issuer,  the  Guarantor  or  the 
Company  incident  to  the  performance  of  their  respective 
obligations  in  connection  with  the  authorization,  issuance, 
sale  and  distribution  of  the  Bonds. 

In  the  event  that  the  Bonds  are  not  sold  by  the 
Issuer  to  the  Underwriters  for  any  reason  other  than  a  de- 
fault by  the  Underwriters,  the  Guarantor  will  pay  or  cause 
the  Company  to  pay  upon  demand  all  expenses  which  would 
otherwise  be  paid  from  the  proceeds  of  the  Bonds  pursuant  to 
this  Section  and  shall  reimburse  the  Underwriters  upon  de- 
mand for  all  out-of-pocket  expenses  (including  reasonable 
fees  and  disbursements  of  counsel)  that  shall  have  been 
incurred  by  any  of  them  in  connection  with  the  proposed 
purchase  and  sale  of  the  Bonds. 

If  the  consummation  of  the  transactions  contem- 
plated hereby  is  prevented  by  the  default  of  the  Underwrit- 
ers, the  Underwriters  shall  pay  all  such  expenses  except 
those  referred  to  in  clauses  (vi)  and  (vii)  above. 

9.   Indemnification. 

(a)   The  Guarantor  shall  indemnify  and  hold  harm- 
less each  Underwriter,  the  Issuer,  each  of  their  re- 
spective members,  officers  and  employees  and  each  per- 
son who  controls  an  Underwriter  within  the  meaning  of 
Section  15  of  the  Securities  Act  of  1933,  as  amended 
(such  Act  being  herein  called  the  **Act**  and  any  such 
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person  being  herein  sometimes  called  an  "Indemnified 
Party"),  against  any  and  all  losses,  claims,  damages  or 
lisd^ilities,  joint  or  several,  to  which  they  or  any  of 
them  may  become  subject  under  any  statute  or  at  law  or 
in  equity  or  otherwise,  and  shall  reimburse  any  such 
Indemnified  Party  for  any  legal  or  other  expenses  in- 
curred by  it  in  connection  with  investigating  any 
claims  against  it  and  defending  any  actions,  insofar  as 
such  losses,  claims,  damages,  liabilities  (or  actions 
in  respect  thereof)  arise  out  of  or  are  based  upon  (i) 
an  allegation  or  determination  that  the  Bonds,  the  Note 
or  the  Guaranty  should  have  been  recfistered  under  the 
Act  or  the  Indenture  should  have  been  qualified  under 
the  Trust  Indenture  Act  of  1939,  as  amended,  or  (ii) 
any  untrue  statement  or  alleged  untrue  statement  of  a 
material  fact  contained  in  the  Official  Statement  or 
any  amendment  thereof  or  supplement  thereto,  or  in  the 
Preliminary  Official  Statement,  or  the  omission  or 
alleged  omission  to  state  therein  a  material  fact  nee* 
essary  to  make  the  statements  therein  not  misleading; 
provided,  however,  that  the  Guarantor  shall  not  be 
liable  in  any  such  case  to  the  extent  that  any  such 
loss,  claim,  damage,  liaUsility  or  action  arises  out  of, 
or  is  based  upon,  any  untrue  statement  or  alleged  un- 
true statement  of  a  material  fact  contained  in  that 
particular  part  of  the  Preliminary  Official  Statement, 
the  Official  Statement,  or  any  amendment  thereof  or 
supplement  thereto,  under  the  captions  "The  Issuer"  or 
"Underwriting",  or  the  omission  or  alleged  omission  to 
state  under  either  of  such  captions  a  material  fact 
necessary  to  make  the  statements  therein  not  mislead- 
ing.  This  indemnity  agreement  shall  not  be  construed 
as  a  limitation  on  any  other  liability  which  the  Guar- 
antor may  otherwise  have  to  any  Indemnified  Party, 
provided  that  in  no  event  shall  the  Guarantor  be  obli- 
gated for  double  indemnification. 

(b)   An  Indemnified  Party  shall,  promptly  after 
the  receipt  of  notice  of  the  commencement  of  any  action 
against  such  Indemnified  Party  in  respect  of  which 
indemnification  will  be  sought  against  the  Guarantor 
under  this  Section  9,  notify  the  Guarantor  in  writing 
of  the  commencement  thereof.   Failure  of  the  Indemni- 
fied Party  to  give  such  notice  will  reduce  the  liabil- 
ity of  the  Guarantor  by  the  amount  of  damages  attribut- 
able to  the  failure  of  the  Indemnified  Party  to  give 
such  notice  to  the  Guarantor;  but  the  omission  to 
notify  the  Guarantor  of  any  such  action  shall  not  re- 
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lieve  the  Guarantor  from  any  liability  which  it  may 
have  to  such  Indemnified  Party  otherwise  than  under  the 
indemnity  agreement  contained  in  this  Section  9.   In 
case  any  such  action  shall  be  brought  against  an  Indem- 
nified Party  and  such  Indemnified  Party  shall  notify 
the  Guarantor  of  the  commencement  thereof,  the  Guaran- 
tor may,  or  if  so  requested  by  such  Indemnified  Party 
shall,  participate  therein  or  assume  the  defense 
thereof,  with  counsel  satisfactory  to  such  Indemnified 
Party,  and  after  notice  from  the  Guarantor  to  such 
Indemnified  Party  of  an  election  so  to  assume  the  de- 
fense thereof  and  approval  by  the  Indemnified  Party  of 
counsel,  the  Guarantor  will  not  be  liable  to  such  In- 
demnified Party  under  this  Section  9  for  any  legal  or 
other  expenses  subsequently  incurred  by  such  Indemni- 
fied Party  in  connection  with  the  defense  thereof  other 
than  reasonable  costs  of  investigation;  provided,  how- 
ever, that  unless  and  until  the  Guarantor  assumes  the 
defense  of  any  such  action  at  the  request  of  such  In- 
demnified Party,  the  Guarantor  shall  have  the  right  to 
participate  at  its  own  expense  in  the  defense  of  any 
such  action.   If  the  Guarantor  shall  not  have  employed 
counsel,  satisfactory  to  the  Indemnified  Party,  to  have 
charge  of  the  defense  of  any  such  action  within  a  rea- 
sonable time  after  notice  of  commencement  of  such  ac- 
tion, or  if  an  Indemnified  Party  shall  have  reasonably 
concluded  that  there  may  be  defenses  available  to  it 
and/or  other  Indemnified  Parties  which  are  different 
from  or  additional  to  those  available  to  the  Guarantor 
(in  which  case  the  Guarantor  shall  not  have  the  right 
to  direct  the  defense  of  such  action  on  behalf  of  such 
Indemnified  Party),  legal  and  other  expenses,  including 
the  expenses  of  separate  counsel,  incurred  by  such 
Indemnified  Party  shall  be  borne  by  the  Guarantor. 

(c)   In  order  to  provide  for  just  and  equitable 
contribution  in  circumstances  in  which  the  indemnifica- 
tion provided  for  in  paragraph  (a)  of  this  Section  9  is 
due  in  accordance  with  its  terms  but  is  for  any  reason 
held  by  a  court  to  be  unavailable  from  the  Guarantor  on 
grounds  of  policy  or  otherwise,  the  Guarantor  and  the 
Underwriters  shall  contribute  to  the  aggregate  losses, 
claims,  damages  and  liabilities  (including  legal  or 
other  expenses  reasonably  incurred  in  connection  with 
investigating  or  defending  same)  to  which  the  Guarantor 
and  one  or  more  of  the  Underwriters  may  be  subject  in 
such  proportion  so  that  the  Underwriters  are  responsi- 
ble for  that  portion  represented  by  the  percentage  that 
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the  underwriting  discount  set  forth  in  the  Official 
Statement  under  the  caption  "Underwriting"  bears  to  the 
initial  offering  prices  set  forth  on  the  cover  of  the 
Official  Statement  and  the  Guarantor  is  responsible  for 
the  balance;  provided,  however,  that  (y)  in  no  case 
shall  any  Underwriter  (except  as  may  be  provided  in  the 
Agreement  Among  Underwriters)  be  responsible  for  any 
amount  in  excess  of  the  underwriting  discount  applica- 
ble to  the  Bonds  purchased  by  such  Underwriter  and  (z) 
no  person  guilty  of  fraudulent  misrepresentation  within 
the  meaning  of  Section  11(f)  of  the  Act  shall  be  enti- 
tled to  contribution  from  any  person  who  was  not  guilty 
of  such  fraudulent  misrepresentation.   For  purposes  of 
this  Section  9,  each  person  who  controls  an  Underwriter 
within  the  meaning  of  Section  15  of  the  Act  shall  have 
the  same  rights  as  such  Underwriter.   Any  party  enti- 
tled to  contribution  shall,  promptly  after  receipt  of 
notice  of  commencement  of  any  action,  suit  or  proceed- 
ing against  such  party  in  respect  of  which  a  claim  for 
contribution  may  be  made  against  another  party  or  par- 
ties under  this  paragraph  (c),  notify  such  party  or 
parties  from  whom  contribution  may  be  sought,  but  the 
omission  so  to  notify  such  party  or  parties  shall  not 
relieve  the  party  or  parties  from  whom  contribution  may 
be  sought  from  any  other  obligation  it  or  they  may  have 
hereunder  or  otherwise  than  under  this  paragraph  (c). 

10.   Notices.   Any  notice  or  other  communication 
to  be  given  to  the  Issuer,  the  Guarantor  or  the  Company 
under  this  Agreement  may  be  given  by  delivering  the  same  in 
writing  at  such  party's  address  set  forth  above,  and  any 
notice  or  other  communication  to  be  given  to  the  Representa- 
tive or  the  Underwriters  under  this  Agreement  may  be  given 

by  delivering  the  same  in  writing  to  , 

,  ,  Attention: 


Municipal  Bond  Department. 

11.   Parties  in  Interest;  Survival  of  Representa- 
tions and  Warranties.   This  Agreement  is  made  solely  for  the 
benefit  of  the  Issuer,  the  Guarantor,  the  Company  and  the 
Underwriters  (including  the  successors  or  assigns  of  any 
Underwriter),  and  no  other  person  shall  acquire  or  have  any 
right  hereunder  or  by  virtue  hereof.   All  the  representa- 
tions, and  warranties  and  agreements  made  by  the  Issuer,  the 
Guarantor  or  the  Company  in  this  Agreement  shall  remain 
operative  and  in  full  force  and  effect,  regardless  of  (i) 
any  investigations  made  by  or  on  behalf  of  the  Underwriters, 
(ii)  delivery  of  and  payment  for  the  Bonds  hereunder  and 
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(iii)  any  termination  of  this  Agreement. 

12.  Headinqg.   The  headings  of  the  sections  of 
this  Agreement  are  inserted  for  convenience  only  and  shall 
not  be  deemed  to  be  part  hereof. 

13.  Action  by  Representative.   The  Representative 
has  been  duly  authorized  to  act  on  behalf  of  the  Underwrit- 
ers in  connection  with  this  Agreement/  and  any  action  taken 
by  the  Representative  in  connection  herewith  shall  be  bind- 
ing upon  all  the  Underwriters. 

If  you  agree  with  the  foregoing,  please  sign  the 
enclosed  counterpart  of  this  letter  and  return  it  to  the 
Representative.   This  letter  shall  become  a  binding  agree- 
ment between  you  and  the  Underwriters  when  at  least  one 
counterpart  of  this  letter  shall  have  been  signed  by  or  on 
behalf  of  each  of  the  parties  hereto. 

Very  truly  yours. 


By. 


The  foregoing  is  hereby  ! 

accepted  as  of  the  date 
first  written  above. 

[Issuer]  ' 

By 


[ Company ] 
By 


[ Guarantor ] 
By 
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Exhibit  B 


Opinion  of  Counsel  to  the  Issuer* 


1.  The  Issuer  is  a  duly  constituted  and  validly 

ex±s1:±ng  political  subdivision  of  the  State  of  , 

Mi-th.    'bhe  power  and  authority  to  finance  the  Project,  and  has 
full  legal  right,  power  and  authority  to  issue  the  Bonds,  to 
ent;er  into  the  Bond  Purchase  Agreement,  the  Loan  Agreement 
and  tlie  Indenture,  and  to  carry  out  and  consummate  all  other 
transactions  contemplated  by  each  of  the  aforesaid  docu- 
ment: s  . 

2.  The  Loan  Agreement,  the  Indenture  and  the  Bond 
Pur-chase  Agreement  have  been  duly  authorized,  executed  and 
delivered  by  the  Issuer  and  each  constitutes  a  legal,  valid 
and  binding  agreement  of  the  Issuer,  enforceable  in  accord- 
ance with  its  terms. 

3.  The  Bonds  have  been  duly  authorized,  executed 
and  delivered  by  the  Issuer  and  constitute  legal,  valid  and 
binding  obligations  of  the  Issuer,  enforceable  in  accordance 
vx'tli  their  terms. 

4.  No  consents,  approvals,  authorizations  or 
ox-ders  of  any  court  or  governmental  body  are  required  for 
tlie  valid  adoption  by  the  Issuer  the  [Bond  Resolution],  the 
valid  execution  and  delivery  by  the  Issuer  of  the  Loan 
A^ireement,  the  Indenture  and  the  Bond  Purchase  Agreement  and 
tlie  performance  by  the  Issuer  of  its  obligations  thereunder, 
and  tilie  valid  sale,  issuance  and  delivery  of  the  Bonds  to 
t:lae  Underwriters,  except  such  as  have  been  obtained  ( speci- 
fy inc|  such  consents,  approvals,  authorizations  and  orders) 
and  except  such  as  may  be  required  under  the  Blue  Sky  or 
securities  laws  of  any  jurisdiction  in  connection  with  the 
o£^ Bering  and  sale  of  the  Bonds. 

5.  Neither  the  execution  and  delivery  of  the  Loan 
Agreement,  the  Indenture,  the  Bond  Purchase  Agreement  or  the 


Sample  provisions  -  actual  opinion  to  be  drafted  in  the 
context  of  each  transaction. 


317 


Bonds  nor  compliance  with  the  provisions  thereof  by  the 
Issuer  conflicts  with  or  will  result  in  a  breach  of  any  of 
the  terms,  conditions  or  provisions  of  any  agreement,  stat- 
ute, regulation,  court  order  or  decree  to  which  the  Issuer 
is  a  party  or  by  which  it  is  bound,  or  constitute  a  default 
under  any  of  the  foregoing,  or  will  result  in  the  creation 
of  any  lien,  charge  or  other  security  interest  or  encum- 
brance of  any  nature  whatsoever  upon  any  of  the  property  or 
assets  of  the  Issuer  under  the  terms  of  any  such  agreement, 
instrument,  statute,  regulation  or  court  order  or  decree, 
except  as  provided  by  the  Bonds  and  the  Indenture. 

6.  There  is  no  action,  suit,  proceeding,  inquiry 
or  investigation,  at  law  or  in  equity,  before  or  by  any 
court,  public  board  or  body,  pending  or,  to  the  best  of  my 
knowledge,  threatened  against  or  affecting  the  Issuer  nor, 
to  the  best  of  my  knowledge,  is  there  any  basis  therefor, 
wherein  an  unfavorable  decision,  ruling  or  finding  would 
materially  adversely  affect  the  transactions  contemplated  by 
the  Bond  Purchase  Agreement  or  by  the  Official  Statement,  or 
which,  in  any  way,  would  adversely  affect  the  validity  or 
enforceability  of  the  Bonds,  the  Loan  Agreement,  the  Inden- 
ture or  the  Bond  Purchase  Agreement  or  any  agreement  or 
instrument  to  which  the  Issuer  is  a  party  or  which  is  con- 
templated by  the  Bond  Purchase  Agreement  or  by  the  Official 
Statement . 

7.  Nothing  has  come  to  my  attention  which  leads 
me  to  believe  that  the  information  set  forth  in  the  Official 
Statement  with  respect  to  the  Issuer  and  the  transactions  of 
the  Issuer  contemplated  thereby  contains  any  untrue  state- 
ment of  a  material  fact  or  omits  to  state  a  material  fact 
necessary  in  order  to  make  the  statements  therein,  in  light 
of  the  circumstances  under  which  they  were  made,  not  mis- 
leading. 

8.  The  Issuer  has  not  granted  a  security  interest 
in  amounts  payable  to  the  Issuer  under  the  Loan  Agreement, 
nor  have  such  amounts  been  otherwise  pledged  or  encumbered, 
whether  as  original  collateral  or  proceeds  or  otherwise,  to 
secure  any  outstanding  indebtedness  of  the  Issuer  other  than 
the  Bonds. 

Such  opinion  may  state  that  it  is  (A)  subject  to 
applicable  bankruptcy,  insolvency  and  similar  laws  affecting 
creditors*  rights  generally,  and  subject,  as  to  enforceabil- 
ity, to  general  principles  of  e^ity  (regardless  of  whether 
enforcement  is  sought  in  a  proceeding  in  equity  or  at  law). 
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and  <B)  qualified  to  the  extent  that  the  indemnification 
provisions  contained  therein  may  be  limited  by  applicable 
securities  laws  and  public  policy. 
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Exhibit  C 


Bond  Counsel  Supplemental  Opinion* 

1.  It  is  not  necessary,  in  connection  with  the 
offer,  sale  and  delivery  of  the  Bonds  to  the  public,  to 
register  any  security  under  the  Securities  Act  of  1933,  as 
amended,  or  to  qualify  an  indenture  under  the  Trust  Inden- 
ture Act  of  1939,  as  amended,  and  the  Bonds  are  "exempted 
securities"  for  purposes  of  such  Acts. 

2.  The  Issuer  has  full  power  and  authority  under 
the  Enabling  Act  (w)  to  enter  into  the  Bond  Purchase  Agree- 
ment and  to  issue,  sell  and  deliver  the  Bonds  to  the  Under- 
writers as  provided  therein,  (x)  to  enter  into  the  Loan 
Agreement  and  the  Indenture,  (y)  to  lend  the  proceeds  of  the 
Bonds  to  the  Company  to  pay  the  cost  of  acquiring  and  con- 
structing the  Project,  all  in  accordance  with  the  Loan 
Agreement  and  the  Indenture  and  (z)  to  carry  out  and  consum- 
mate all  other  transactions  to  be  carried  out  and  consum- 
mated by  it  pursuant  to  each  of  such  instruments. 

3.  No  consents,  approvals,  authorizations  or 
orders  of  any  court  or  governmental  body  are  required  for 
the  valid  adoption  by  the  Issuer  of  the  Bond  Resolution,  the 
valid  execution  and  delivery  by  the  Issuer  of  the  Indenture, 
the  Loan  Agreement  and  the  Bond  Purchase  Agreement  and  the 
performance  by  the  Issuer  of  its  obligations  thereunder,  and 
the  valid  sale,  issuance  and  delivery  of  the  Bonds  to  the 
Underwriters,  except  such  as  have  been  obtained  (specifying 
such  consents,  approvals,  authorizations  and  orders)  and 
except  such  as  may  be  required  under  the  Blue  Sky  or  other 
securities  laws  of  any  jurisdiction  in  connection  with  the 
offering  and  sale  of  the  Bonds. 

4.  The  adoption  of  the  [Bond  Authorization  Ordi- 
nance and  Bond  Resolution],  and  the  execution  and  delivery 
by  the  Issuer  of  the  Bond  Purchase  Agreement,  the  Bonds,  the 
Indenture  and  the  Loan  Agreement,  will  not  conflict  with  or 
violate  the  Constitution  of  the  State  of  or  any 
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other  existing  provision  of  legislation  to  which 

the  Issuer  is  subject. 

5.  The  Loan  Agreement,  the  Indenture  and  the  Bond 
Purchase  Agreement  have  been  duly  authorized,  executed  and 
delivered  by  the  Issuer,  and  each  constitutes  a  legal,  valid 
and  binding  agreement  of  the  Issuer,  enforceable  in  accord- 
ance with  its  terms.   The  Indenture  creates  the  legal  and 
valid  pledge  and  lien  which  it  purports  to  create  of  and  on 
the  [revenues  or  other  receipts,  funds  or  moneys  pledged 
therefor  in  the  Indenture),  subject  only  to  the  provisions 
of  the  Indenture  permitting  the  application  thereof  on  the 
terms  and  conditions  set  forth  in  the  Indenture. 

6.  Assuming  the  due  authorization,  execution  and 
delivery  by  the  Guarantor  of  the  Guaranty,  the* obligation  of 
the  Guarantor  to  make  all  payments  under  and  pursuant  to  the 
Guaranty  constitutes  a  legal,  valid  and  binding  agreement  of 
the  Guarantor  regardless  of  the  invalidity  or  unenforceabil- 
ity of  the  Loan  Agreement  or  the  Note. 

7.  The  Indenture  has  been  duly  recorded  or  filed 

in  all  offices  in  the  State  of  in  which  recording 

or  filing  is  necessary  in  order  to  protect  or  preserve  the 
lien  of  the  Indenture  or  to  publish  notice  thereof,  and 
financing  statements  have  been  duly  filed  in  proper  form  in 

all  offices  in  the  State  of  where  such  filing  is 

required  in  order  to  perfect  any  security  interest  created 
by  the  Indenture  in  favor  of  the  Trustee  in  all  the  right, 
title  and  interest  of  the  Issuer  in  and  to  the  amounts  pay- 
able to  the  Issuer  under  the  Loan  Agreement  (but  excluding 
certain  rights  to  indemnification,  expense  reimbursement  and 
enforcement);  no  other  recording,  rerecording,  filing  or 
refiling  of  the  Indenture  or  any  other  instrument  is  re- 
quired in  order  to  protect  the  lien  of  the  Indenture,  to 
perfect  the  security  interest  created  thereby  or  to  publish 
notice  of  the  Indenture,  except  (y)  for  such  recordings  or 
filings  which  may  be  required  if  the  Indenture  is  amended  or 
supplemented  or  the  Issuer  changes  its  name  and  (z)  that,  in 
order  to  continue  the  effectiveness  of  any  financing  state- 
ments which  have  been  filed,  continuation  statements  with 
respect  to  such  financing  statements  should  be  filed  in  the 
manner  and  at  the  times  prescribed  by  the  [ name  of  statute ] . 

Such  counsel  shall  also  state  that  such  counsel 
reviewed  the  statements  contained  in  the  Official  Statement 
under  the  captions  "Introductory  Statement,"  "The  Bonds," 
"The  Loan  Agreement,!*  "The  Note,"  "The  Guaranty"  and  "The 
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Indenture";  that  the  statements  under  such  captions  (insofar 
as  such  statements  constitute  a  summary  of  certain  provi- 
sions of  the  documents  referred  to  therein)  fairly  present 
the  information  purported  to  be  shown,  and  do  not  contain 
any  untrue  statement  of  a  material  fact  or  omit  to  state  any 
material  fact  necessary  to  make  the  statements  therein,  in 
the  light  of  the  circumstances  under  which  they  were  made, 
not  misleading;  and  that  the  summary  of  such  counsel's  opin- 
ion under  the  caption  "Tax  Exemption"  accurately  reflects 
the  substance  of  such  counsel's  legal  conclusions. 

Such  opinion  may  state  that  it  is  (A)  subject  to 
applicable  bankruptcy,  insolvency  and  similar  laws  affecting 
creditors'  rights  generally,  and  subject,  as  to  enforceabil- 
ity, to  general  principles  of  equity  (regardless  of  whether 
enforcement  is  sought  in  a  proceedings  in  equity  or  at  law)) 
and  (B)  qualified  to  the  extent  that  the  indemnification 
provisions  contained  therein  may  be  limited  by  applicable 
securities  laws  and  public  policy. 
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Exhibit  D 


Opinion  of  Counsel  to  the  Guarantor* 


1.  The  Guarantor  is  a  corporation  duly  organized^ 
validly  existing  and  in  good  standing  under  the  laws  of  the 

State  of  ;  the  Guarantor  is  qualified,  authorized 

and  licensed  to  engage  in  business  in  each  jurisdiction 
wherein  it  owns  or  leases  material  properties  or  assets  or 
the  nature  of  the  business  conducted  by  it  requires  its 
qualification,  authorization  or  licensing  as  a  foreign  cor- 
poration; each  of  the  Guarantor  and  the  Company  has  full 
power  and  authority  to  ehter  into  the  Bond  Purchase  Agree- 
ment, to  own  its  properties  and  to  carry  on  its  business  as 
now  conducted;  the  Guarantor  has  full  power  and  authority  to 
enter  into  the  Guaranty;  the  Company  has  full  power  and 
authority  to  enter  into  the  Loan  Agreement  and  the  Note;  the 
Guarantor  has  a  capitalization  as  set  forth  in  the  Official 
Statement  as  of  the  date  referred  to  therein;  and  the  Com- 
pany is  a  wholly  owned  subsidiary  of  the  Guarantor,  duly 
organized,  validly  existing  and  in  good  standing  under  the 

laws  of  the  State  of  and  is  qualified,  authorized 

and  licensed  to  do  business  in  the  State  of  . 

2.  No  consents,  approvals,  authorizations  or 
orders  of  any  court  or  governmental  body  are  required  for 
the  consummation  by  the  Company  or  the  Guarantor  of  the 
transactions  contemplated  by  the  Loan  Agreement  and  the  Bond 
Purchase  Agreement,  except  such  as  have  been  obtained 
(specifying  such  consents,  approvals,  authorizations  and 
orders)  and  except  such  as  may  be  required  under  the  Blue 
Sky  or  other  securities  laws  of  any  jurisdiction  in  connec- 
tion with  the  offering  and  sale  of  the  Bonds. 

3.  It  is  not  necessary,  in  connection  with  the 
offer,  sale  and  delivery  of  the  Bonds  to  the  public,  to 
register  any  security  under  the  Securities  Act  of  1933,  as 
amended,  or  to  qualify  an  indenture  under  the  Trust  Inden- 
ture Act  of  1939,  as  amended,  and  the  Bonds  are  "exempted 
securities**  for  purposes  of  such  Acts. 
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4.  The  Bond  Purphase  Agreement,  the  Loan  Agree- 
ment and  the  Note  have  been  duly  authorized,  executed  and 
delivered  by  the  Company,  and  each  constitutes  a  legal, 
valid  and  binding  obligation  of  the  Company  enforceable  in 
accordance  with  its  terms. 

5.  The  Guaranty  has  been  duly  authorized,  ex- 
ecuted and  delivered  by  and  constitutes  the  legal,  valid  and 
binding  obligation  of  the  Guarantor,  enforceable  in  accord- 
ance with  its  terms  regardless  of  the  invalidity  or  unen- 
forceability of  the  Loan  Agreement  or  the  Note. 

6.  Neither  the  execution  and  delivery  of  the  Bond 
Purchase  Agreement,  the  Loan  Agreement,  the  Guaranty  or  the 
Note  nor  compliance  with  the  provisions  thereof  by  the  Guar- 
antor or  the  Company,  contravenes  the  charter  or  by-laws  of  . 
the  Guarantor  or  the  Company. 

7.  To  the  best  knowledge  of  such  counsel,  there 
is  no  pending  or  threatened  action,  suit  or  proceeding  be- 
fore or  by  any  court  or  governmental  agency,  authority  or 
body  or  any  arbitrator  involving  the  Guarantor,  the  Company 
or  the  Project  (or  the  transactions  contemplated  by  the  Bond 
Purchase  Agreement  or  the  validity  or  enforceability  of  the 
Loan  Agreement,  the  Note,  the  Bonds,  the  Indenture,  the 
Guaranty  or  the  Bond  Purchase  Agreement)  of  a  character 
required  to  be  disclosed  in  the  Official  Statement  which  is 
not  adequately  disclosed  therein. 

8.  Neither  the  execution  and  delivery  of  the  Bond 
Purchase  Agreement,  the  Loan  Agreement,  the  Guaranty  or  the 
Note,  nor  compliance  with  the  provisions  thereof,  by  the 
Guarantor  or  the  Company  conflicts  with  or  will  result  in  a 
breach  of  any  of  the  terms,  conditions  or  provisions  of  any 
[corporate  restriction]  or  of  any  agreement,  instrument, 
statute,  regulation,  court  order  or  decree  to  which  the 
Guarantor  or  the  Company  is  a  party  or  by  which  it  is  bound, 
or  constitutes  a  default  under  any  of  the  foregoing,  or  will 
result  in  the  creation  or  imposition  of  any  lien,  charge  or 
other  security  interest  or  encumbrance  of  any  nature  whatso- 
ever upon  any  of  the  property  or  assets  of  the  Company  under 
the  terms  of  any  such  restriction,  agreement,  instrument, 
statute,  regulation  or  court  order  or  decree. 

Such  counsel  shall  also  state  that  such  counsel 
has  no  reason  to  believe  that  the  Official  Statement  (except 
for  the  financial  statements  and  other  financial  and  statis- 
tical data  included  in  the  Appendix  thereto,  and  the  mate- 
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rial  under  the  captions  "The  Issuer**  and  **Undervritin9**,  as 
to  which  no  belief  need  be  expressed)  contains  as  of  the 
Closing  Date  (or  contained  as  of  the  date  of  the  Official 
Statement)  any  untrue  statement  of  a  material  fact  or  omits 
to  state  any  material  fact  necessary  to  make  the  statements 
tlierein,  in  the  light  of  the  circumstances  under  which  they 
were  made,  not  misleading. 

In  rendering  such  opinion,  counsel  may  rely,  with- 
out independent  investigation,  as  to  the  matters  of  the  law 

of  the  State  of  upon  the  opinion  of  Bond  Counsel 

or  other  counsel  reasonably  acceptable  to  the  Underwriter. 

Such  opinion  may  state  that  it  is  (A)  subject  to 
applicable  bankruptcy,  insolvency  and  similar  laws  affecting 
creditors'  rights  generally,  and  subject,  as  to  enforceabil- 
ity, to  general  principles  of  equity  (regardless  of  whether 
enforcement  is  sought  in  a  proceeding  in  equity  or  at  law); 
ancl  (B)  qualified  to  the  extent  that  the  indemnification 
provisions  contained  therein  may  be  limited  by  applicable 
securities  laws  and  public  policy. 
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Exhibit  E 


Letter  From  Company's  Independent  Accountants* 

1.  We  are  independent  accountants  with  respect  to 
the  Company  within  the  meaning  of  the  Securities  Act  of  1 933 
(the  "Act**)  and  the  applicable  rules  and  regulations  there- 
under. 

2.  In  our  opinion  the  audited  financial  state- 
ments and  schedules  thereto  [included]  [incorporated  by 
reference]  in  the  Official  Statement  and  reported  on  by  us 
comply  as  to  form  in  all  material  respects  with  the  applica- 
ble accounting  requirements  of  the  Act  and  published  rules 
and  regulations  thereunder. 

3.  On  the  basis  of  a  reading  of  the  unaudited 
financial  statements,  the  unaudited  notes  to  the  audited 
financial  statements,  [the  supplementary  financial  informa- 
tion] and  the  "Selected  Financial  Data"  [included]  [incorpo- 
rated by  reference]  in  the  Official  Statement  and  of  the 
latest  unaudited  financial  statements  made  available  by  the 
Company  and  its  subsidiaries;  [our  limited  review  in  accord- 
ance with  standards  established  by  the  American  Institute  of 
Certified  Public  Accountants  of  the  unaudited  interim  finan- 
cial information  for  the  month  period  ended  , 

198_,  and  as  at  ,  19 ,    as  indicated  in  our  report 

dated  ,    19 ; ]  carrying  out  certain  specified 

procedures  (but  not  an  examination  in  accordance  with  gener- 
ally accepted  auditing  standards)  which  would  not  necessar- 
ily reveal  matters  of  significance  with  respect  to  the  com- 
ments set  forth  in  the  letter;  a  reading  of  the  minutes  of 
the  meetings  of  the  stockholders,  directors  and  executive 
committees  of  the  Company  and  the  Subsidiaries;  and  inqui- 
ries of  certain  officials  of  the  Company  who  have  responsi- 
bility for  financial  and  accounting  matters  of  the  Company 
and  its  subsidiaries  as  to  transactions  and  events  subse- 
quent to  ,  19 ,    nothing  came  to  our  attention 

which  caused  us  to  believe  that: 

(a)   the  unaudited  financial  statements,  the 
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unaudited  notes  to  the  financial  statements  (and  the 
supplementary  financial  information]  [included]  (incor< 
porated  by  reference]  in  the  Official  Statement  do  not 
comply  as  to  form  in  all  material  respects  with  the 
applicable  accounting  requirements  of  the  Act  and  of 
the  published  rules  and  regulations  thereunder;  and 
said  unaudited  financial  statements  are  not  fairly 
presented  in  conformity  with  generally  accepted  ac- 
counting principles  applied  on  a  basis  substantially 
consistent  with  that  of  the  audited  financial  state- 
ments [included]  [incorporated  by  reference]  in  the 
Official  Statement;  or 

(b)  the  amounts  in  the  **Selected  Financial  Data" 

under  the  captions  ** "  and  " 

"  for  each  of  the  [ five ]  years  ended 

______^ ,    19 ,  [included]  [incorporated  by  ref.»r- 

ence]  in  the  Official  Statement  do  not  agree  with  the 
corresponding  amounts  in  the  audited  financial  state- 
ments from-Vhich  such  amounts  were  derived;  and  such 
amounts  were  not  determined  on  a  basis  substantially 
consistent  with  the  corresponding  amounts  in  the  au- 
dited financial  statements. 

(c)  with  respect  to  the  period  subsequent  to 
19 ,    there  were  any  changes,  at  a  speci- 


fied date  not  more  than  five  business  days  prior  to  the 
date  of  the  letter,  in  the  [ long term  debt  of  the  Com- 
pany and  its  subsidiaries  or  capital  stock  of  the  Com- 
pany]* or  decreases  in  the  [stockholders'  equity  of  the 
Company  and  its  subsidiaries]*  or  the  consolidated  net 
current  assets  of  the  Company  and  its  subsidiaries,  in 
each  case  as  compared  with  the  amounts  shown  on  the 

,  19 ,  consolidated  balance  sheet  [included] 

(incorporated  by  reference]  in  the  Official  Statement^ 
or  for  the  period  from  ,  19 ,  to  such  speci- 
fied date  there  were  any  decreases,  as  compared  with 


The  bracketed  line  items  in  paragraph  (b)  should  nor- 
mally be  included  in  the  comfort  letter.   However,  the 
actual  captions  used  should  correspond  to  the  captions 
used  in  the  financial  statements  included  or  incorpo- 
rated by  reference  in  the  Official  Statement.   In  addi- 
tion, other  items,  if  any,  applicable  to  the  particular 
company  should  be  added. 
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the  corresponding  period  in  the  preceding  year,  in  (net 
revenues,  or  in  total  or  per  share  amounts  of  income 
before  income  taxes  or  of  net  income,  of  the  Company 
and  its  subsidiaries,)*  except  in  all  instances  for 
changes  or  decreases  set  forth  in  such  letter.** 

4.   We  have  performed  certain  other  specified 
procedures  as  a  result  of  which  ve  determined  that  certain 
information  of  an  accounting,  financial  or  statistical  na- 
ture (which  is  limited  to  accounting,  financial  or  statisti- 
cal information  derived  from  the  general  accounting  records 
of  the  Company)  set  forth  in  the  Official  Statement  under 

the  'captions  " *•  agrees 

with  the  accounting  records  of  the  Company  and  its  siibsid- 
iaries,  excluding  any  questions  of  legal  interpretation. 


*    The  bracketed  line  items  in  paragraph  (b)  should  nor- 
mally be  included  in  the  comfort  letter.   However,  the 
actual  captions  used  should  correspond  to  the  captions 
used  in  the  financial  statements  included  or  incorpo- 
rated by  reference  in  the  Official  Statement.   In  addi- 
tion, other  items,  if  any,  applicable  to  the  particular 
company  should  be  added. 

**   In  which  case  the  letter  shall  be  accompanied  by  an 
explanation  by  the  Company  as  to  the  significance  of 
such  changes  or  decreases  unless  said  explanation  is 
not  deemed  necessary  by  the  Representative. 


EMERGING  FINANCING  TEQINIQUES 


Micliael  A.   Gort 


July  15,   1985 
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Emeridng  Financing  Techiwmes 


I.        1985  Municipal  Market  Review 


A.       Increased  Borrowing  by  State  and  Local  Government 


1.  Total  Municipal  debt  increased  from  $65.05  billion  in  1979  to 
$123  billion  in  1984 

2.  Long-term  debt  volume  increased  20%  between  1983-1984 


B.  Increased  Use  of  Revenue  Bonds 

1.  Trends  toward  user  fees 

2.  Statutory  debt  limitations  for  states  and  cities 

3.  Revenue   bonds   totaled  $31.25   billion  (72%)  of  tax-exempt 
market  in  1979,  $72.86  billion  (78%)  in  1984 

C.  Growth  of  Short-Term  Market 


1.  Totaled  $21.7  billion  in  1979,  $44.7  billion  in  1982  (36%  of 
Tax-Exempt  Market) 

2.  1982-1984  slight  downward  trend  to  $30.5  billion 


a)  Decrease  partially  due  to   1984  Tax   Bill   and  unclear 
tax-exempt  status  of  HUD  project  notes 

b)  Drop  in  overall  interest  rate  levels 

c)  Issuers  "locking  in**  lower  long-term  rates 
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D.      Insured  Market  Growth 

1.  Insured  market  volume  $700  million  in  1979,  $20.9  billion  in 
1984 

2.  1,132  insured  issues  in  1984 
n.     Development  of  New  Financing  Products 

A.  Products  take  advantage  of  market  conditions 

1.  Yield  curve  benefits 

2.  "Shelf  Registration" 

B.  New  Financing  Vehicles  developed  to  appeal  to  broader  markets 

1.  Investor  preferences  based  on  available  returns  on  investments 

2.  Lower  costs  of  financing  and  increased  flexibility 

C.  New  Products  facilitate  marketability  of  larger  issues 

D.  Addixiiss  market  access  problems  due  to  over  supply 


1.       Instruments     can     access     long     and     short-term      markets 
simultaneously 


m.    New  Products 


A.      Convertible  Capital  Appreciation  Bonds 


1.  Hybrid  instrument  combines  zero  coupon  bond  with  full  coupon 
bond 

2.  No   coupon    for    initial    period   (i.e.,    10   yrs.),    full    coupon 
thereafter 
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3.       Lower  cost  to  issuer  vs.  Capital  Appreciation  Bonds 

B.  Tax-Exempt  Pension  Liability  Refinancing  Bonds 

1.  City/State  issues  tax-exempt  bonds  to  purchase  annuity  from 
insurance  company 

2.  Eliminates  unfunded  pension  liability 

3.  Creates  more  predictable  stream  of  cash  outflows  for  the  City 
or  State 

4.  Issuer    has    arbitrage    opportunities    (invest    taxable,     issue 
tax-exempt) 

C.  Flexible-mode  put  bonds 

1.  Issuer    adjusts    put    period/interest    rate    adjustment    period 
according  to  market  conditioas 

2.  Increased  flexibility  to  issuer 

3.  Variation  of  predecessor  short-term  instruments 


D.       Money  Market  Municipals 


T  H 


1.  Provide  individual  rates  for  each  fixed  interest  period 

2.  Provides    lowest    rates    in    the    tax-exempt    market    for    a 
long-term  bond  structure 

3.  Minimizes  put  risk  and  reissuance  risk 


Interest  Rate  Swaps 

1.  Hedge  against  exposure  to  floating  rate  risk 

2.  Bank  or  insurance  company  pays  floating  rate  to  issuer 

3.  Issuer  pays  the  fixed  rate  to  Bank  or  insurance  company 

4.  Market  fixed  rate  less  swap  fixed  rate  equals  benefit  to  issuer 
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F.      Secondary  Market  Products 


1.  Tender  Option  Bonds 

A.  Enables  financial  institutions  to  sell  below-market  bonds 
without  recognizing  an  accounting  loss 

B.  Institutions  reinvest  proceeds  of  sale  in  taxable 
securities  and  lock-in  spread  between  tax-exempt  and 
taxable  market 

C.  Bonds  sold  with  a  put  option 

D.  Program  is  considered  a  secured  loan  for  accounting 
purposes  of  the  financial  institution 

2.  Variations  of  Tender  Option  Bonds  have  been  developed  with 
numerous  advantages: 

A.  Certain  programs  enable  financial  institutions  to  sell 
securities  at  par  rather  than  at  a  discount  (increased 
proceeds  to  seller) 

B.  Put  dates  vary  in  frequency  and  therefore  carry  differing 
degrees  of  put  risk 

C.  The  shorter  put  periods  allow  a  greater  spread  to  be 
earned  on  the  put  bond  versus  the  mortgage  bond  income 

D.  Certain  programs  can  be  marketed  and  remarketed  to 
tax-exempt  money  market  funds 


IV.    Problems  with  New  Products 


A.       Remedy  only  specific  portions  of  broad  fundamental  problems 


B.       Practical  and  legal  issues  aren't  always  fully  addressed 


C.       Vulnerable  to  the  "closing  of  loopholes" 


D.      Subject  to  interpretation 
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£.        Example  Problems 


1.  Philadelphia  Gear  Case 

a.  FDIC  Bank  Letters  of  Credit  may  be  taxable 

b.  May  adversely  affect  short-term  debt  in  need  of  credit 
enhancements 

c.  increase  demand  for  foreign  bank  L.O.C.'s 

2.  Problems  in  sizing  refunding  escrows 

a.  Complicated  if  '*put  bonds"  are  used 

b.  Defeasance  problems 


3.       Impact  of  Technical   Amendments  concerning  consumer  loan 
bonds 

a.  5%  rule  regarding  loans 

b.  Impact  on  certain  public  power  arrangements 


Additional  Restrictions  on  Tax-Exempt  Fincmcing 


A.       Use  of  Proceeds  restrictions 


B.       Reissuance  Problems 


C.       Arbitrage  restrictions 


VI.    Solutions 


A.       Imiovate  in  manner  to  address  practical  problems 


B.       Employ  more  traditional  financing  methods 


C.       Importance  of  planning 


D.       Become  cognizant  of  the  risk  of  the  "leading  edge** 
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NOTES 
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CREATIVE  STATE  AND  LOCAL  FINANCING 
TEQINIQUES 


Robert  S.  Amdursky 


Excerpted  from  a  chapter  in  a  two- 
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Robert  S.  Amdursky.  All  rights 
reserved. 


June  24,  1985 


337 


338 


CREDIT  ENHANCEMENT  TECHNIQUES 
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III.   TENDER  OPTION  BONDS 

S4:17.    Introduction. 

S4:18.   Structure. 

S4:I9.   Potential  Problems  and  Proposed  Solutions. 

IV.   VARIABLE  RATE  BONDS 

S4:20.   Introduction. 

S4:21.   Structure. 

S4:22.   Potential  Problems  and  Proposed  Solutions. 

V.   ZERO  COUPON,  MODIFIED  ZERO  COUPON  AND 
COMPOUND  INTEREST  BOSDS 

S4:23.   Introduction. 

S4:24.    Structure. 

S4:25.   Potential  Problems  Relating  to  Zero  Coupon  Bonds  and 
Proposed  Solutions. 
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S4:0l.   Overview. 

In  recent  years,  newly  emerging  concerns  in  the 
municipal  market  have  resulted  in  purchaser  resistance  to 
traditionally  structured  tax-exempt  financings.  Fears  of 
default  and  market  value  deterioration  have  made  municipal 
obligations  more  difficult  and  costly  to  sell. 

Traditionally,  municipal  securities  have  been 
considered  the  most  secure  category  of  investments  second  only 
to  obligations  of  the  federal  government.  Since  1975,  however. 
New  York  City,  Cleveland  and  Philadelphia  have  encountered 
serious  financial  problems,  and  California  and  Massachusetts 
have  adopted  tax  reforms  viewed  by  many  experts  as  undermining 
the  ability  of  their  localities  to  repay  newly  incurred 
debt.^  The  New  York  State  Urban  Development  Corporation  and 
the  Washington  Public  Power  Supply  System,  the  largest  issuers 
of  tax-exempt  bonds  in  the  country,  have  defaulted  on  their 
obligations.  * 

During  roughly  the  same  period,  the  value  of  long  term 
municipal  securities  has  been  assaulted  on  yet  another  front. 
The  Daily  Bond  Buyer,  the  national  trade  paper  of  the  municipal 
finance  industry,  compiles  and  publishes  an  index  showing  the 
weekly  average  interest  rate  fluctuations  in  a  portfolio  of  20 
selected  high  grade  municipal  bonds,  known  as  the  Bond  Buyer 
20-Bond  Index.   That  Index  rose  steadily  from  a  low  of  6.07% 
per  annum  in  1978  to  12.96%  per  annum  during  the  first  quarter 
of  1982.   Due  solely  to  this  market  fluctuation,  the  holder  of 
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even  the  highest  grade  long  term  bond  issued  in  1978  faced  a 
loss  of  about  50%  of  his  original  investment  if  he  was  forced 
to  sell  the  bond  in  1982.  The  fact  that  the  obligation  would 
be  paid  in  full  at  maturity  10  or  15  years  later  was  little 
solace.  Long  term,  fixed  rate  bonds  were  looked  upon  by  many 
sophisticated  investors  with  a  marked  lack  of  enthusiasm. 

Neither  the  issuer,  which  is  forced  to  pay  higher 
interest  rates,  nor  the  purchaser,  who  seeks  protection  against 
these  new  risks,  is  content  with  traditionally  structured 
municipal  debt  instruments.  The  task  has  fallen  on  legal  and 
underwriting  specialists  to  conceive  and  implement  devices 
designed  to  eliminate  risks  involving  the  issuer's 
creditworthiness  and  to  reduce  the  effects  of  market 
fluctuations. 

This  chapter  will  focus  on  letters  of  credit  as 
instrumasnts  to  accomplish  both  goals,  as  well  as  a  range  o£ 
instruments  primarily  designed  to  reduce  market  risks.  These 
instruments  include  tax-exempt  commercial  paper,  tender  opt: ion 
bonds  and  variable  rate  obligations.  Finally,  zero  coupon  and 
compound  interest  bonds,  products  devised  to  appeal  to  the 
needs  of  a  particular  class  of  investors,  will  be  examined. 

I.   LETTER  OF  CREDIT  SECURED  FINANCINGS 
S4:02.   Introduction. 

Market  concerns  relating  to  issuer  creditworthiness 
and  market  fluctuations  have  given  rise  to  a  number  of  creative 
uses  of  the  letter  of  credit.  In  order  to  eliminate  risks 
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involving  an  issuer's  creditworthiness,  its  obligations  may  be 
backed  by  a  letter  of  credit  securing  full  and  timely  payment. 
In  order  to  reduce  the  effects  of  market  fluctuations,  long 
term  municipal  bonds  may  be  accompanied  by  a  "put"  which  in 
turn  is  backed  by  a  letter  of  credit. 

A  "put"  is  an  option  given  the  bondholder  to  tender 
his  bond  to  the  issuer  or  to  a  third  party  (collectively,  the 
"Tender  Obligor")  on  a  specified  date  or  dates;  for  example, 
weekly,  monthly  or  annually.  The  Tender  Obligor  agrees  to 
purchase  the  bonds  at  par  plus  accrued  interest.  As  a  result 
of  the  put,  the  bondholder's  exposure  to  "market  risk"  is 
reduced  to  the  period  between  the  date  of  purchase  and  the 
first  date  on  which  the  option  to  tender  can  be  exercised.  To 
assure  the  bondholder  of  the  ability  of  the  Tender  Obligor  to 
purchase  bonds  when  tendered,  the  Tender  Obligor  frequently 
secures  its  obligation  with  a  letter  of  credit. 

S4:03.   Letters  of  Credit. 

A  letter  of  credit  ("LC")  is  an  obligation  usually 
issued  by  a  bank  or  savings  and  loan  association  (collectively, 
the  "LC  Bank")  to  pay  a  specified  sum  of  money  on  demand  of  the 
beneficiary  who  complies  with  the  terms  of  the  LC.   In  a 
tax-exempt  financing,  the  beneficiary  of  the  LC  will  be  the 
trustee  for  the  bondholders  (the  "Trustee"),  which  is  appointed 
by  or  pursuant  to  the  trust  indenture  or  bond  resolution 
(collectively,  the  "Indenture")  authorizing  the  issuance  of  the 
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bonds.  Properly  structured,  the  Trustee  will  have  a  claim 
against  the  LC  Bank  £or  the  full  amotrnt  of  the  obligation  o£ 
the  issuer  (the  "Issuer")  or,  in  an  industrial  development  bond 
("IDB")  financing,  the  company,  hospital,  developer,  etc.  wliicli 
is  the  ultimate  beneficiary  of  the  financing  (the  "Private 
User").*  The  Trustee's  claim  is  immediately  payable  upon 
presentation  of  the  doc\iments  specified  in  the  LC,  whether  or 
not  the  Issuer  or,  in  an  IDB  financing,  the  Private  User  is 
then  in  bankruptcy,  and  the  payment  by  the  LC  Bank  will  not 
constitute  a  preference  payment  for  bankruptcy  law 
purposes.^  As  a  result,  the  bonds  are  given  the  same  rating 
as  obligations  of  the  LC  Bank  or  its  holding  company. 

Illustration  I  demonstrates  the  relationship  of  the 
parties  in  LC  secured  financing  where  the  Issuer  is  the  real 
party  in  interest.   Illustration  II  demonstrates  the 
relationship  of  the  parties  in  an  LC  secured  IDB  financing. 
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ILLUSTRATION  I 


Parties  in  LC  Secured  Financing 
Where  Issuer  Is  Real  Party  In  Interest 


LC  Bank      Letter  o£  Credit 
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Indenture  grants  to  Trustee  as  security  for  bonds: 

1.  Lien  on  Revenues  produced  by  Facility  or  assets  of  Program 

2.  Mortgage  on,  and  security  interest  in.  Facility 
LC  provides  that  payments  be  made  directly  to  Trustee 
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ILLUSTRATICOI  II 


Parties  in  LC  Secured  Financing 
Where  Private  User  Is  Real  Party  In  Interest 


LC  Bank 


Letter  of  Credit 
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Indenture  grants  to  Trustee  as  security  for  bonds: 

1.  Security  interest  in  payments  under  Financing  Agreement 

2.  Mortgage  on,  and  security  interest  in.  Facility 
LC  provides  that  payments  be  made  directly  to  Trustee 
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S4:04.   Characteristics  of  Letters  of  Credit. 

The  Comptroller  of  the  Currency  has  ruled  that  each  LC 
issued  by  a  national  bank  should  (1)  conspicuously  state  that 
it  is  an  LC,  (2)  contain  a  specified  eacpiration  date  or  be  for 
a  definite  term,  (3)  be  limited  in  amount,  (4)  be  payable  only 
upon  presentation  of  a  draft  or  other  specified  documents  and 
not  place  the  LC  Bank  in  the  position  of  having  to  determine 
questions  of  fact  or  law  which  may  be  conditions  precedent  to 
payment,  and  (5)  be  supported  by  an  unqualified  obligation  by 
the  bank's  customer  (the  Issuer  or  Private  User)  to  reimburse 
the  LC  Bank  for  payments  made  under  the  LC . ' 

An  LC  usually  incorporates  by  reference  the  Uniform 
Customs  and  Practice  for  Documentary  Credits  (the  "UCP").  The 
UCP  specifies  that  all  LCs  should  clearly  indicate  whether  they 
are  revocable  or  irrevocable.   In  the  absence  of  such 
indication,  an  LC  is  deemed  to  be  revocable.  *   If  the  UCP  is 
not  incorporated  by  reference  in  the  LC,  Article  5  of  the 
Uniform  Commercial  Code  will  govern.   Section  5-103  of  the  UCC 
makes  no  presumption  as  to  revocability;  whether  it  is 
revocable  or  irrevocable  is  a  question  of  fact  as  to  what  the 
parties  intended.^  Obviously  care  should  be  taken  to  insure 
that  the  LC  specifies  on  its  face  that  it  is  irrevocable. 

There  are  two  general  categories  of  LCs.  A  "direct 
pay"  LC  requires  that  the  LC  Bank  pay  directly  to  the 
beneficiary  each  amount  secured  by  the  LC.   Thus,  where  a 
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direct  pay  LC  backs  a  typical  municipal  bond,  the  LC  Bank  pays 
to  the  Trustee  the  amount  of  each  semi-annual  interest  payment 
and  each  annual  installment  of  principal.  Pursuant  to  the 
credit  or  reimbursement  agreement  between  the  Issuer  or  Private 
User  and  the  LC  Bank  (collectively,  the  "Credit  Agreement"), 
the  Issuer  or  Private  User  is  obligated  immediately  to 
reimburse  the  LC  Bank  for  the  amount  of  each  payment." 

A  "standby  LC,"  on  the  other  hand,  is  dra%m  upon  by 
the  Trustee  only  once,  usually  upon  a  default  by  the  Issuer  or 
Private  User  in  making  a  timely  payment  with  respect  to  the 
bonds.   In  that  circumstance,  payment  of  the  bonds  is 
accelerated  by  the  Trustee  and  the  amount  payable  under  the  LC 
will  equal  all  the  unpaid  principal  of  the  bonds,  accrued 
interest  to  the  date  of  payment,  up  to  a  specified  maximum,  and 
premium,  if  any,  up  to  a  specified  maximum.' 

S4:05.   Banking  Law  Issues. 

The  National  Bank  Act  does  not  expressly  authorize 
national  banks  to  issue  LCs;  such  power  is  implied  as 
incidental  to  carrying  on  the  business  of  banking.** 
Although  the  issuance  of  a  guaranty  by  a  national  bank  is  ultra 
vires, '  *  an  LC  has  been  held  not  to  be  a  guaranty  because  a 
guarantor  is  secondarily  liable  for  the  primary  obligation  of 
another;  the  LC  Bank,  on  the  other  hand,  is  primarily  liable 
for  its  own  obligation  under  the  LC,  dependent  solely  upon 
presentation  of  specified  documents.*'  The  Comptroller  of 
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the  Currency  has  specifically  recognized  the  authority  of  a 
national  bank  to  issue  LCs.^* 

Similar  issues  relating  to  authority  to  issue  an  LC 
arise  where  the  LC  Bank  is  state-chartered.   In  all  instances, 
therefore,  prudent  practice  dictates  that  counsel  to  the  LC 
Bank  be  required  to  render  its  opinion  as  to  the  legality, 
validity  and  enforceability  of  the  LC.** 

Except  to  the  extent  an  LC  is  funded  or  collateralized 
by  the  Issuer,  an  LC  constitutes  a  loan  to  the  Issuer  for 
purposes  of  the  National  Bank  Act,  which  limits  the  total 
indebtedness  that  a  national  bank  may  extend  to  a  single 
borrower  to  15%  of  the  bank's  capital  and  unimpaired 
surplus.*'   If  the  LC  Bank  is  state-chartered,  counsel  should 
investigate  similar  state  law  limitations. 

54:06.   Federal  Securities  Law  Issues. 

An  LC  constitutes  a  "security"  within  the  meaning  of 
the  Securities  Act  of  1933  (the  "1933  Act")  and  the  Securities 
Exchange  Act  of  1934  (the  "1934  Act")  separate  from  the  bonds 
of  the  Issuer  and  any  other  security  for  their  repayment.** 
Generally,  however,  an  LC  is  not  subject  to  the  registration 
requirements  of  Section  5  of  the  1933  Act  by  reason  of  the 
application  of  Section  3(a)(2)  of  that  Act.   Section  3(a)(2)  of 
the  1933  Act  includes  within  the  category  of  securities 
generally  exempted  from  the  Act  "any  security  issued  or 
guaranteed  by  any  bank."  A  "bank,"  in  turn,  is  defined  as  "any 
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national  bank,  or  any  banking  institution  organized  under  the 
lavs  o£  any  State,  territory,  or  the  District  of  Columbia,  the 
business  of  which  is  substantially  confined  to  banking  and  is 
supervised  by  the  State  or  territorial  banking  comnission  or 
similar  official  .  .  .  ."  The  Securities  and  Exchange 
Commission  ("SEC"),  by  "nonaction  letters,"  has  extended  the 
exemption  to  include  LCs  issued  by  domestic  branches  of  foreign 
banks  licensed  and  supervised  by  a  state  "banking  commission  or 
similar  official."'^ 

Even  though  an  LC  may  be  exempted  from  the 
registration  requirements  of  Section  5  of  the  1933  Act,  its 
offer  and  sale  (and  the  bonds  it  supports)  are  subject  to  the 
disclosure  requirements  of  Section  10(b)  of  the  1934  Act  and 
Rule  lOb'5  of  the  SEC  thereunder.**  LC  backed  financings 
raise  difficult  disclosure  issues.  The  credit  to  which  the 
purchaser  generally  looks  is  solely,  or  mainly,  that  of  the  LC 
Bank.  Hence,  the  financial  condition  of  the  LC  Bank  must  be 
disclosed.  Need  any  disclosure  be  made  as  to  the  financial 
condition  of  the  Issuer  or  the  Private  User?  There  is  no 
uniform  practice,  but  persuasive  argriments  can  be  made  that 
disclosure  should  be  made  about  the  Issuer  or  Private  User,  as 
well  as  the  LC  Bank. 

What  kind  of  disclosure  about  the  LC  Bank  is 
appropriate?  Should  the  latest  Form  10~K  and  Form  lO-Q  of  its 
holding  company  be  reproduced  in  full  in  the  Official 
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statement?  Can  certain  portions  of  such  reports  be 

reproduced?  I£  less  than  all  of  such  a  report  is  included, 

will  not  difficult  questions  of  material  omissions  inevitably 

arise?  A  more  or  less  uniform  practice  has  evolved  in  response 

to  these  questions:   the  prospective  purchaser  is  referred  to 

the  holding  company's  latest  filings  with  the  SEC.  The 

following  excerpt  constituted  the  entire  disclosure  about  the 

financial  affairs  of  Citibank,  the  LC  Bank  in  a  recent 

financing: 

Citibank  is  a  vholly-owned  subsidiary 
of  Citicorp,  a  Delaware  corporation,  and  is 
Citicorp's  principal  asset.   Citibank  is  a 
commercial  bank  offering  a  wide  range  of 
banking  services  to  its  customers  in  the  New 
York  City  metropolitan  area,  throughout  the 
nation  and  around  the  world.   The  ' 
Consolidated  Balance  Sheet  of  Citibank  (i) 
as  at  December  31,  1983  and  as  at  December 
31,  1982,  set  forth  on  page  39  of  the  1983 
Citicorp  Annual  Report  and  Form  10-K,  and 
(ii)  as  at  June  30,  1984,  set  forth  on  page 
19  of  Exhibit  A  of  the  Form  10-Q  of 
Citicorp,  is  on  file  with  the  Securities  and 
Exchange  Commission.  Citibank  will  provide 
without  charge  to  any  person  to  whom  this 
Official  Statement  is  delivered,  on  the 
request  of  such  person,  a  copy  of  the  1983 
Citicorp  Annual  Report  and  Form  lO-K  and 
Form  10-Q  referred  to  above.   Written 
requests  should  be  directed  to:   Citibank, 
N.A.,  399  Park  Avenue,  New  York,  N.Y.  10023, 
Attention:   Office  of  the  Secretary. 

It  should  be  noted  that  the  aggregate  amount  of  LCs  issued  by  a 

national  bank  must  be  set  forth  in  its  financial  statements.*' 
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54:07.   Federal  Tax  Issues. 

Section  103(a)  o£  the  Internal  Revenue  Code  o£  1954, 
as  amended  (the  "IRC"),  provides  that  interest  payable  on 
obligations  issued  by  a  state  or  political  subdivision  is 
exempt  £rom  federal  income  taxation.   Section  103(b)  extends 
that  exemption  to  certain  categories  of  IDBs  which  meet  the 
conditions  set  forth  therein.**  How  does  the  presence  of  an 
LC  securing  the  payment  of  such  a  bond  affect  this  exemption? 

The  Internal  Revenue  Service  has  ruled  that  the  fact 
an  IDB  is  secured  by  an  LC  does  not  affect  the  tax  exempt 
status  of  the  interest  payable  on  the  bonds  for  federal  income 
tax  purposes.**   In  Revenue  Rulings  76-78,  72-575  and  72-134, 
the  Service  held  that  where  timely  payment  of  IDBs  is  insured 
by  a  private  insurance  company,  the  portion  of  the  payment 
under  the  insurance  policy  representing  interest  is  exempt  from 
federal  income  taxes.   In  1983,  the  Service  held  in  a  private 
letter  ruling  that  since  LCs  "serve  generally  the  same  purpose 
as  the  insurance  policies  discussed  in  Rev.  Ruls.  76-78,  72-575 
and  72-134,"  the  portion  of  an  LC  payment  representing 
defaulted  interest  is  exempt  from  federal  income  taxes.** 

Section  103(h)  of  the  IRC,  added  by  the  Deficit 
Reduction  Act  of  1984,  denies  tax-exempt  status  to  interest  on 
municipal  obligations  the  repayment  of  which  is  directly  or 
indirectly  guaranteed  by  the  United  States.  More  specifically, 
Section  103(h)  applies  to  deny  tax  exemption  if  either: 
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(1)  the  payment  o£  principal  or 
interest  on  the  obligations  is  directly  or 
indirectly  guaranteed  (in  whole  or  in  part) 
by  the  United  States  or  an  agency  or 
instrijinentality  thereof  ,*'  or 

(2)  a  significant  portion  of  the 
proceeds  of  the  obligations  is  invested 
directly  or  indirectly  in  federally  insured 
deposits  or  accounts. 

Two  recent  federal  court  decisions  have  held  that  a 

standby  LC  issued  by  a  national  bank  or  a  state-chartered  bank 

that  is  a  member  of  the  Federal  Reserve  System  constitutes  a 

"deposit""  for  the  purposes  of  the  Federal  Deposit  Insurance 

Corporation  ("FDIC")  and  is  insured  by  FDIC  to  the  extent 

provided  by  law,  at  least  where  the  account  party  evidences  its 

obligation  to  repay  draws  on  the  LC  by  a  promissory  note.'* 

FDIC  is  an  agency  of  the  United  States.'^  Those  decisions, 

therefore,  raise  the  question  whether  interest  on  an  issue  of 

municipal  obligations  secured  by  such  an  LC  is  denied  exemption 

from  federal  income  taxation  by  reason  of  S  103(h). 

Subsection  (h)  expressly  provides  that  situation  (1) 

above  does  not  apply  if  there  is  a  federal  guarantee  "merely  by 

reason  of  the  fact  that  .  .  .  there  is  a  guarantee  by  a 

financial  institution."**   The  legislative  history  of  this 

exemption  states: 

Another  exception  to  the  general  denial 
of  tax-exemption  provides  that  obligations 
shall  not  be  treated  as  Federally  guaranteed 
solely  because  ...  a  financial  institution 
guarantees  repayment  of  the  loans  (e.g. 
issues  a  letter  of  credit).*' 
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Thus,  it  would  appear  that  an  issue  of  municipal  obligations 
secured  by  a  standby  LC  should  not  be  held  to  constitute  an 
indirect  federal  guarantee  described  in  (1)  above.'* 

The  remaining  question  is  whether  such  a  financing  is 
one  in  which  a  significant  portion  of  the  proceeds  is  invested 
in  federally  insured  deposits  or  accounts  (i.e..  the  situation 
described  in  (2)  above).  This  provision  was  directed  at  FDIC 
or  Federal  Savings  and  Loan  Insurance  Corporation  ("FSLIC") 
insured  bonds.  The  bond  proceeds  were  used  by  the  issuer  to 
purchase  certificates  of  deposit  and  the  depositary  institution 
then  loaned  the  proceeds  to  the  Private  User.  Under  FDIC  and 
FSLIC  rulings,  each  bondholder  was  insured  to  the  extent  of 

$100,000.** 

The  technical  answer  is  that  in  an  LC-secured  issue, 
proceeds  of  the  municipal  obligations  are  not  invested  in  the 
LC;  rather  they  are  invested  in  what  for  tax  purposes  is  a  debt 
obligation  issued  by  the  Private  User.  Although  the  courts  in 
the  two  decisions  found  the  LC  to  be  a  "deposit"  for  FDIC 
purposes,*'  there  was  no  "deposit"  of  bond  proceeds  in  the  LC 
within  the  meaning  of  the  federal  tax  law. 

Under  the  Internal  Revenue  Service's  long-established 
published  rulings  position  a  "deposit  or  account"  only  exists 
where  (1)  there  is  a  debtor-creditor  relationship  between  the 
depositor  and  the  recipient  institution,  and  (2)  the  recipient 
institution  treats  its  obligation  as  a  deposit  for  purposes  of 
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reporting  to  shareholders  and  banking  authorities.**  A 
"deposit"  was  found  to  exist  in  the  t%K>  FDIC  cases  not  because 
of  a  debtor-creditor  relationship  between  the  LC  Bank  and  the 
beneficiary  of  the  LC  but  because  of  a  debtor-creditor 
relationship  between  the  LC  Bank  and  the  LC  accotmt  party 
created  by  a  promise  to  repay  draws  on  the  LC  given  to  the  LC 
Bank  by  the  account  party. 

Nevertheless,  until  these  decisions  have  been  reversed 
or  Congress  amends  S  103(h)  or  the  Treasury  Department  issues 
regulations  confirming  the  above  analysis,  most  counsel  will 
not  feel  comfortable  rendering  unqualified  tax  opinions  on  LC 
secured  obligations  unless  the  financing  is  structured  to  avoid 
the  problem.  A  number  of  alternatives  are  being  explored.  The 
solution  that  perhaps  has  gained  the  greatest  support  is  the 
so-called  "exploding"  LC. 

An  "exploding"  LC  is  one  which  by  its  terms 
automatically  terminates,  and  any  claim  under  the  LC  is 
extinguished,  upon  the  closing  of  the  LC  bank  on  account  of  its 
inability  to  meet  the  demands  of  its  depositors  or  upon  the 
appointment  of  the  FDIC  as  a  receiver  of  the  LC  Bank.  Since  it 
is  only  after  the  happening  of  one  of  those  two  events  that  the 
Trustee  or  the  bondholders  otherwise  would  be  entitled  to  claim 
the  benefits  of  FDIC  insurance  and  since  upon  the  happening  of 
either  event  the  right  to  make  such  a  claim  is  extinguished,  it 
cannot  be  argued  that  the  bonds  directly  or  indirectly  are 
guaranteed  by  the  federal  government. 
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The  economic  result  of  this  solution,  on  the  other 
hand.  Is  far  from  satisfactory,  since  It  leaves  the  bondholders 
with  no  claim  against  the  Insolvent  LC  Bank  or  Its  assets,  even 
that  of  an  unsecured  creditor.  This  Is  particularly 
disquieting  In  view  of  the  fact  that  LC  secured  financings 
generally  are  sold  on  the  economic  strength  on  the  LC  Bank.   It 
goes  without  saying  that  full  and  prominent  disclosure  must  be 
made  In  the  Official  Statement  where  an  "exploding"  LC  Is 
utilized. 

As  a  practical  matter,  one  also  might  attempt  to 
distinguish  the  two  federal  court  decisions  by  structuring  the 
financing  without  any  promissory  note  from  the  account  party 
(as  was  present  In  each  case)  and  by  Instead  Inserting  In  the 
Credit  Agreement  a  contractual  obligation  on  the  part  of  the 
account  party  to  make  the  payments  In  the  event  of  a  draw  on 
the  LC.  There  are  at  least  two  caveats  to  keep  In  mind  In 
pursuing  this  course. 

First,  In  one  of  the  two  decisions  the  court  broadly 
construed  a  promissory  note  for  these  purposes  to  Include  "any 
written  promise  to  pay,"**  rather  than  the  much  more 
restrictive  definition  in  the  Uniform  Commercial  Code.'*   If 
that  interpretation  were  accepted,  the  account  party's  promise 
to  pay  contained  in  the  Credit  Agreement  would  be  treated  the 
same  as  a  promissory  note  and  the  attempt  to  distinguish  the 
two  cases  would  fail. 

Second,  a  "deposit"  for  FDIC  Insurance  purposes  Is 
defined  by  statute  as  "money  or  its  equivalent"  and,  without 


liniting  the  generality  of  that  term,  requires  that  any 
iostnunent  must  be  regarded  as  the  equivalent  o£  money  when 
issued  in  exchange  £or  a  promissory  note.'*  Accordingly, 
even  in  the  absence  of  a  promissory  note  or  acceptance  of  the 
broad  interpretation  of  that  term,  the  account  party's 
obligation  to  repay  advances  under  the  LC  could  be  judicially 
construed,  outside  the  statutory  mandate,  as  "money  or  its 
equivalent",  thereby  making  the  LC  a  federally  guaranteed 
deposit. 

Another  attempt  to  avoid  the  effect  of  these  two 
decisions  would  be  to  "waive"  FDIC  insurance  on  the  LC. 
Neither  federal  law  nor  regulation  appears  to  provide  a  method 
of  accomplishing  this  result.   However,  the  Trustee  could 
covenant  in  the  Indenture  and  each  bondholder  could  covenant  on 
its  own  behalf  by  accepting  the  bond  not  to  make  any  claim 
against  FDIC  for  any  insurance  to  which  it  might  otherwise  be 
entitled.'^  Assuming  the  covenants  are  effective  to  preclude 
a  claim  against  FDIC,  a  persuasive  case  could  be  made  that 
there  is  no  direct  or  indirect  prohibited  federal  guarantee 
within  the  meaning  of  subsection  (h) .   Even  if  such  covenants 
are  not  effective  —  for  example,  on  public  policy  grounds  — 
they  would  clearly  indicate  that  neither  the  Issuer  nor  the 
bondholder  sought  to  violate  the  purpose  of  Section  103(h), 
coupling  a  federal  guarantee  with  federal  income  tax  exemption. 
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Section  103(c)  of  the  IRC,  which  sets  forth  the 
so-called  arbitrage  restrictions,  generally  provides  that  bond 
proceeds  may  not  be  invested  at  a  "yield"  more  than  1/8  of  l% 
higher  than  the  bond  yield,  except  during  a  temporary  period 
after  the  issuance  of  the  bonds  or  in  the  case  of  reserve 
funds.'*  Thus,  the  general  rule  is  that  the  yield  on  the  IDB 
loan  to  the  Private  User  may  not  exceed  the  bond  yield  by  more 
than  1/8  of  1%  unless  the  Issuer  (and  the  Private  User)  waive 
the  temporary  period,  in  which  case  the  yield  spread  may  be  up 
to  1/2  of  1%.'* 

However,  a  different  rule  applies  where  bond  proceeds 
are  invested  by  the  Issuer  in  acquired  program  obligations; 
that  is,  obligations  acquired  pursuant  to  a  program  which 
involves  loans  to  a  substantial  number  of  persons  representing 
the  general  public,  such  as  residential  mortgages,  student 
loans,  and  so  forth.**  In  these  situations,  the  yield  on  the 
acquired  program  obligations  may  exceed  the  bond  yield  by  up  to 
1-1/2%.** 

Costs  paid  by  the  Issuer  or  Private  User  for  issuing, 

carrying  and  repaying  bonds  are  disregarded  in  calculating  the 

yield  spread  for  these  purposes.***  The  Internal  Revenue 

Service  has  ruled  that  the  fee  paid  to  an  LC  Bank  for  a  standby 

letter  of  credit  securing  repayment  of  bonds  "is  a  cost  of 

carrying  the  issue".** 

The  Letter  of  Credit  fee  is  .  .  .  [a  cost] 
of  carrying  the  bonds,  because  the  letter 


o£  credit  assures  repayment  of  the  bonds 
(as  distinguished  from  the  .  .  .  [obli- 
gations] acquired  with  the  bonds  .  .  .  ), 
which  assurance  is  a  vital  part  of  the 
issuance  and  marketing  and  .  .  .  the 
repayment  of,  the  bonds. *^ 

Accordingly,  if  the  LC  is  obtained  by  or  on  behalf  of  the 

Issuer  to  secure  repayment  of  its  bonds,  the  Issuer  may 

increase  the  yield  on  its  IDB  loan  or  acq[uired  program 

obligations  in  order  to  recover  the  amount  of  the  LC  fee,  in 

addition  to  the  spread  otherwise  permitted  by  the  Section 

103(c). 

On  the  other  hand,  if  the  LC  secures  repayment  of 

either  the  Private  User's  obligations  to  the  Issuer  or  the 

acquired  program  obligations  acquired  by  the  Issuer  with  the 

proceeds  of  the  bonds,  rather  than  the  bonds  themselves, 

generally  the  LC  fee  must  be  paid  out  of  the  applicable  spread 

permitted  by  Section  103(c).  Normally,  the  amount  of  the  LC 

fee  makes  this  economically  impossible  or  impractical.  One 

method  of  avoiding  this  dilemma  is  for  the  Issuer  to  limit  its 

spread  to  1/8  of  1%,  or  1/2  of  1%  if  the  temporary  period  is 

waived.  Under  those  circumstances,  the  Internal  Revenue 

Service  has  ruled  that  the  LC  fee  need  not  be  taken  into 

account  in  computing  the  yield  spread  since  it  constitutes  an 

administrative  cost  outside  the  yield  calculation.** 
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S4:08.     Structure  of  LC  Secured  Financings  as 
Affected  by  Bankruptcy  Code. 

An  LC  secured  financing  must  be  structured  in  a  manner 
that  is  "preference  proof."  That  is,  the  bondholder  must  be 
protected  against  having  to  disgorge  a  payment  of  principal  or 
interest  on  the  ground  that  such  payment  constituted  a  voidable 
preference  under  the  Federal  Bankruptcy  Code,  if  the  Issuer  or 
Private  0ser  files  a  petition  in  bankruptcy  within  90  days 
after  the  payment  has  been  made. 

A  voidable  preference  under  Section  547  of  the 
Bankruptcy  Code  occurs  upon  a  transfer  of  the  debtor's 
property:   (1)  to  or  for  the  benefit  of  a  creditor,  (2)  for  or 
on  account  of  an  antecedent  debt  owed  before  the  transfer  was 
made,  (3)  while  the  debtor  was  insolvent,  (4)  on  or  within  90 
days  before  the  filing  of  a  petition  in  bankruptcy  by  or 
against  the  debtor,**  and  (5)  that  enables  the  creditor  to 
receive  aore  than  it  would  have  received  as  part  of  a 
liq^iidation  under  Chapter  7  of  the  Bankruptcy  Code.*^ 

It  has  been  held  that  the  amount  paid  by  an  LC  Bank  in 
satisfaction  of  a  call  upon  its  LC  is  the  property  of  the  LC 
Bank,  not  of  the  debtor.   Therefore  the  amount  of  such  payment 
is  not  subject  to  the  avoidance  provisions  of  Section  547.*' 

With  this  in  mind,  there  are  at  least  three  methods  of 
structuring  an  LC  secured  financing  that  have  proved  acceptable 
to  the  rating  agencies. 


360  I 

1 


The  first  involves  having  the  LC  Bank  pay  the  Trustee 
for  the  bondholders  under  a  direct  pay  LC.^*  Payments  under 
the  LC  should  not  be  subject  to  avoidance  as  preferences,  since 
such  payments  are  not  made  from  property  of  the  debtor,  at 
least  where  the  Credit  Agreement  is  not  secured  by  property  of 
the  Issuer  or  the  Private  User.'^  A  payment  under  the  LC 
does  not  diminish  the  assets  of  the  debtor  available  to  other 
creditors.   It  merely  substitutes  a  new  creditor,  the  LC  Bank, 
for  the  original  creditors,  the  bondholders.'^ 

Pursuant  to  the  second  alternative,  the  Issuer  or  the 
Private  User  pays  the  Trustee  for  the  bondholders  105  days  in 
advance  of  the  bond  payment  date.   If  no  petition  in  bankruptcy 
is  filed  within  90  days  after  receipt  by  the  Trustee,  the 
preference  period  has  expired  and  a  petition  filed  thereafter 
should  not  cause  the  payment  to  be  a  voidable  preference.'* 
If  a  petition  is  filed  within  90  days  after  receipt  of  the 
payment  by  the  Trustee,  the  Trustee  pays  the  amount  of  the 
payment  received  from  the  Issuer  or  the  Private  User  to  the 
Bankruptcy  Court  and  draws  on  the  LC  to  pay  the  bondholders. 
The  additional  fifteen  days  (between  90  and  105)  allows  the 
Trustee  a  sufficient  period  within  which  to  assure  itself  no 
petition  has  been  filed.'' 

The  third  structure  calls  for  the  Issuer  or  the 
Private  User  to  pay  the  Trustee  for  the  bondholders  immediately 
prior  to  the  bond  payment  date  and  for  the  Trustee  to  pay  the 
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amount  due  Imned lately  over  to  the  bondholders.  If  no  petition 
in  bankruptcy  is  filed  within  90  days  after  payment  to  the 
Trustee,  the  payment  should  not  be  affected  by  the  subseq^ient 
filing  of  a  petition.  At  that  time  the  amount  of  the  LC  is 
reduced  by  the  amount  of  the  debt  service  payment.   If  a 
petition  in  bankruptcy  is  filed  within  90  days  after  payment  to 
the  Trustee,  the  Trustee  for  the  bondholders  calls  on  the  LC 
for  the  entire  amount  due  on  the  bonds,  plus  the  amount  of  the 
payment  made  during  the  preference  period.  The  outstanding 
bonds  are  redeemed  and  paid  out  of  the  LC  proceeds.  The  amount 
of  the  payment  made  during  the  preference  period  is  held  in 
escrow,   if  the  court  holds  that  the  payment  is  voidable  and 
the  bondholders  are  required  to  repay  the  last  payment,  the 
bondholders  are  made  whole  with  the  escrowed  LC  proceeds.   If 
the  court  holds  the  payment  is  not  a  preference,  the  Trustee 
for  the  bondholders  returns  the  funds  to  the  LC  Bank. 

If  the  third  alternative  is  chosen,  care  must  be  taken 
in  drafting  the  LC  and  the  Indenture,  particularly  with  respect 
to  the  timing  of  reductions  in  the  amount  of  the  LC  and  the 
termination  of  the  LC  and  the  Indenture.*^ 

Twist  Cap  V.  Southeast  Bank  of  Tampa"  deals  with 
the  conseqnaences  of  granting  the  LC  Bank  a  security  interest  in 
property  of  the  Issuer  or  Private  User  to  secure  its 
obligations  under  Credit  Agreement,  without  a  similar  security 
interest  being  granted  to  the  Trustee  for  the  bondholders.   In 
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Twist  Cap,  the  bankruptcy  court #  fearing  that  a  payment  under 
the  LC  might  cause  the  substitution  of  a  secured  creditor,  the 
LC  Bank,  for  unsecured  creditors,  the  bondholders,  enjoined 
payment  under  the  LC.  The  bankruptcy  court  evidently  believed 
that  by  preventing  payment  under  the  LC,  it  could  avoid  the 
attachment  of  a  security  interest  in  assets  of  the  borrower  in 
favor  of  the  LC  Bank. 

Most  experts  are  of  the  opinion  that  Twist  Cap  is 
%n:ongly  decided  because  the  security  interest  in  favor  of  the 
LC  Bank  attaches  at  the  time  the  LC  is  issued,  not  at  the  time 
of  payment  under  the  LC.  Payment  under  the  LC,  therefore,  is 
irrelevant  to  the  relative  positions  of  the  claims  of  the  LC 
Bank  and  the  bondholders  vis  a  vis  the  assets  of  the  debtor. 
At  least  two  bankruptcy  courts  have  so  concluded,  ruling  that 
payment  under  an  LC  should  not  be  enjoined.'* 

Even  though  the  validity  of  the  Twist  Cap  decision  is 
subject  to  considerable  doubt,  the  rating  agencies  treat  Twist 
Cap  as  a  precedent  that  could  affect  the  timeliness  of  payment 
in  a  LC  secured  financing.   Therefore,  to  satisfy  their 
concerns,  the  financing  must  be  structured  so  that  the 
bankruptcy  trustee  has  no  incentive  to  incur  the  expenses  of 
litigation  to  enjoin  payment  of  the  LC. 

This  objective  is  achieved  if  one  of  the  following 
three  structures  is  adopted:   First,  no  security  is  granted  to 
the  bondholders.  The  Issuer  grants  collateral  security  to  the 


LC  Bank  to  secure  its  obligations  iinder  the  Credit  Agreement. 
The  LC  Bank  agrees  to  hold  the  collateral  for  the  equal  benefit 
of  itself  and  the  bondholders.  Second,  security  is  granted  t:o 
the  bondholders  pursuant  to  the  Indenture.  The  LC  Bank 
purchases  the  bonds  with  the  LC  payment  and  succeeds  to  the 
bondholders'  security.  Finally,  neither  the  bondholders  nor 
the  LC  Bank  is  secured.   In  this  connection,  it  should  be  no^ed 
that  where  the  LC  Bank  has  a  statutory  or  contractual  right  o£ 
set-off  against  balances  of  the  Issuer  or  Private  User  on 
deposit  with  the  LC  Bank,  the  LC  Bank  should  waive  that  righ^ 
to  avoid  raising  a  Twist  Cap  problem. 

II.   COMNERCIAL  PAPER 
S4:09.    Introduction. 

"Tax-exempt  conmercial  paper"  is  a  term  of  art  used  to 
describe  a  method  of  marketing  tax  anticipation  notes  ("TANs"), 
revenue  anticipation  notes  ("RANs"),  tax  and  revenue 
anticipation  notes  ("TRANs"),  bond  anticipation  notes  ("BANs") 
or  other  kinds  of  short  term  obligations  of  a  tax-exempt 
Issuer.'^  The  main  attraction  of  tax-exempt  commercial  paper 
is  its  relatively  short  term,  which  may  be  as  brief  as  several 
days  or  as  long  as  270  days.**  Commercial  paper  offers  the 
investor  an  opportunity  to  buy  an  obligation,  usually  at  a 
discount,  bearing  interest  and  having  a  maturity  which  is 
designed  to  produce  a  yield  throughout  its  life  at  or  very 
close  to  market.   Since  the  purchaser  is  not  subject  to  the 
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risk  of  significant  downward  market  fluctuations  during  the 
life  of  his  Investment,  he  is  willing  to  accept  a  lower  yield 
than  on  a  longer  term  (e.g.,  a  traditional  one  year)  note. 
Indeed  tax-exempt  commercial  paper  generally  results  in  the 
lowest  interest  rate  possible  for  an  Issuer.'* 

It  is  intended  that  each  conmercial  paper  obligation 
will  be  paid  from  the  proceeds  of  a  succeeding  conmercial  paper 
obligation  on  the  maturity  date  of  the  prior  obligation.   The 
key  to  a  successful  tax-exempt  conmercial  paper  program  is  a 
legal  structure  that  enables  the  Issuer  and  its  dealer  to  set  a 
yield  and  term  for  each  new  obligation  on  the  maturity  date  of 
the  prior  obligation  and  to  issue,  sell  and  deliver  the  new 
obligation  all  on  the  same  day. 

The  major  risk,  other  than  the  financial  condition  of 
the  Issuer,  in  such  a  transaction  is  the  inability  of  the 
Issuer  to  market  its  conmercial  paper  on  the  maturity  date  of 
the  prior  obligation.  To  protect  against  this  possibility,  the 
Issuer  generally  enters  into  a  standby  funding  arrangement;  for 
example,  a  line  of  credit  with  a  bank  or  group  of  banks.   Under 
the  line  of  credit,  the  Issuer  may  borrow  an  amount  up  to  the 
maximum  authorized  principal  amount  of  the  outstanding 
commercial  paper  if  the  Issuer  is  unable  to  sell  new  commercial 
paper  on  the  due  date  of  an  outstanding  obligation. 
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S4:l0.   Iteqttir»d  Docunents. 

The  ImplOTientation  of  a  commercial  paper  program 
requires  a  variety  o£  resolutions r  agreements  and  opinions. 
The  most  Important  of  these  are  described  in  this  portion  of 
the  chapter,  and  sample  forms  of  them  are  included  as  exhibits. 

S4:ll.   — Authorizing  Resolution.  The  Issuer  adopts  a 
resolution  or  several  resolutions  (1)  authorizing  the  issuance 
from  time  to  time  of  up  to  $X  in  TANs,  RANs,  TRANs  or  BANs  (the 
"Commercial  Paper"),  (2)  authorizing  a  specified  officer, 
generally  its  chief  financial  officer,  to  execute  certificates 
setting  the  exact  amount,  date  of  issue,  interest  rate  and  term 
for  each  issue  of  Commercial  Paper  ("Issue  Certificates"),  (3) 
appointing  an  issuing  and  paying  agent  (the  "Paying  Agent")  to 
authenticate  and  deliver  each  issue  of  Commercial  Paper,  (4) 
authorizing  the  execution  of  an  agreement  with  an  Investment 
banker  or  commercial  bank  (the  "Dealer")  to  market  the 
Commercial  Paper,  (5)  authorizing  the  execution  of  a  revolving 
line  of  credit  agreement  (the  "Credit  Agreement")  with  one  or 
more  banks,  (6)  approving  the  use  of  a  disclosure  document  (the 
"Commercial  Paper  Memorandum,"*®  and,  sometimes,  (7) 
authorizing  the  use  of  a  credit  enhancement  device  such  as  bond 
Insurance  or  an  LC. 

S4:12.   — Paying  Agent  Agreement.  The  Issuer  appoints  a 
banking  institution  as  (1)  a  depository  for  the  safekeeping  of 


its  Comnercial  Paper,  which  has  been  pre-slgned  by  an 
authorized  officer  of  the  Issuer  and  (2)  its  agent  for  the 
issuance,  delivery  and  payment  of  its  Comnercial  Paper.  The 
amount,  date  of  issue,  rate  of  interest  and  maturity  date  of 
the  Coninercial  Paper  is  left  blank.  Upon  receipt  of 
instructions  from  an  authorized  officer  of  the  Issuer  in  a  form 
specified  in  the  Paying  Agent  Agreement  (which  generally  is  by 
telephone  with  subsequent  confirmation  in  writing),  the  Paying 
Agent  fills  in  the  blanks,  countersigns  the  Comnercial  Paper 
and  delivers  it  to  the  Dealer.*^ 

S4:13.   — Dealer  Agreement.   The  Issuer  ^appoints  an  investment 
banker  or  comnercial  bank  as  exclusive  dealer  for  its 
Comnercial  Paper  on  the  terms  and  conditions  contained  in  the 
Dealer  Agreement.  The  Dealer  is  not  obligated  to  buy  any 
specific  offering  of  Commercial  Paper.  The  Dealer  acts  only  as 
a  "best  efforts"  underwriter.  The  Dealer  Agreement  may 
provide,  however,  that  the  Dealer  must  buy  the  Issuer's 
Conroercial  Paper  if,  and  to  the  extent,  the  Dealer  is  unable  to 
sell  new  Comnercial  Paper  in  an  amount  sufficient  to  retire  the 
outstanding  Commercial  Paper.*' 

S4:14.   — Credit  Agreement.   The  Issuer  may  enter  into  an 
additional  standby  funding  arrangement  such  as  a  credit 
agreement.   Pursuant  to  such  an  agreement,  a  bank  or  group  of 
banks  agree,  for  a  term  up  to  12  to  13  months,  to  lend  the 
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Issuer  from  time  to  time  an  amount  not  to  exceed  the  maximum 
authorized  principal  amount  o£  Commercial  Paper  if  the  Issuer 
is  unable  to  sell  new  Commercial  Paper  on  the  maturity  date  of 
the  outstanding  Commercial  Paper.  The  Credit  Agreement 
specifies  the  terms  and  conditions  of  the  loan,  including  the 
interest  rate,  %4iich  usually  is  a  percentage  of  the  prime  rate, 
and  the  respective  obligations  of  all  participating  banks." 
Whether  the  Issuer  sells  Commercial  Paper  to  the  Dealer,  if  the 
Dealer  Agreement  obligates  the  Dealer  to  purchase  Commercial 
Paper  under  such  circumstances,  or  borrows  under  the  Credit 
Agreement  is  determined  by  the  respective  interest  rates. 

54:15.   — Bond  Counsel's  Opinion.   Bond  counsel  renders  its 
opinion  on  the  date  the  initial  Commercial  Paper  is  issued.  It 
is  expected,  however,  that  the  opinion  will  be  used  by  the 
Dealer  in  connection  with  multiple  subsequent  roll-overs  for  a 
period  up  to  a  year.   This  presents  counsel  with  a  number  of 
serious  problems  since  generally  it  conducts  no  "due  diligence" 
investigation  at  the  time  of  the  roll-overs  to  determine  if  the 
factual  and  legal  bases  for  its  opinion  continue  to  exist.  How 
are  any  of  the  following  handled:   subsequent  changes  in  lav; 
amendment  or  repeal  of  the  Authorizing  Resolution;  changes  in 
the  facts  or  expectations  set  forth  in  the  arbitrage 
certificate  executed  at  the  time  of  initial  issuance  of  the 
Commercial  Paper;  failure  by  the  authorized  officer  to  properly 
complete  each  Issue  Certificate? 
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Oae  approach  is  to  advise  purchasers  in  bond  counsel's 

opinion  that  they  may  continue  to  rely  on  it  only  under  certain 

specific  circumstances.  For  example: 

You  may  continue  to  rely  on  this  opinion 
with  respect  to  Notes  issued  after  the  date 
hereof  to  the  extent  (1)  there  is  no  change  in 
existing  law  subsequent  to  the  date  of 
issuance  of  this  opinion,  (2)  the  Resolution 
remains  in  full  force  and  effect  and  has  not 
been  modified  or  amended,  (3)  such  Notes  as 
issued  from  time  to  time  are  authorized  by  an 
Issue  Certificate  duly  completed,  executed  and 
filed  with  the  finance  board  of  the  Issuer  as 
required  by  applicable  law,  and  (4)  the 
representations,  certifications  and 
determinations  set  forth  and  recited  in  the 
Resolution,  Arbitrage  Certificate  and  each 
Issue  Certificate  are  true  and  accurate  on  the 
date  each  of  such  Notes  is  issued. 

Analagous  problems  are  raised  by  the  Commercial  Paper 

Neoorandum .  *  *  Prepared  and  delivered  in  connection  with  the 

initial  issuance  of  the  Commercial  Paper,  it  nevertheless  is 

expected  to  be  used  with  all  subsequent  roll-overs.   Typically, 

the  Dealer  Agreement  will  either  call  for  a  lOb-5  certificate 

from  the  Issuer's  chief  financial  officer  as  of  the  date  of 

each  roll-over  or  provide  that,  in  the  absence  of  specific, 

written  advice  from  the  chief  financial  officer  to  the 

contrary,  it  is  presumed  that  the  Commercial  Paper  Memorandum 

remains  true,  correct  and  complete.** 

S4:16.   Preference  Payment  Problems. 

The  rating  agencies  require  an  opinion  of  counsel  to 
the  effect  that  payment  by  the  Issuer  of  maturing  Commercial 
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Paper  will  not  constitute  a  voidable  transfer  under  Section  547 
of  the  Bankruptcy  Code  if  the  Issuer  files  a  petition  under 
Article  9  of  the  Bankruptcy  Code  within  90  days  after  such 
payment.**  Section  547(c)(2)  of  the  Bankruptcy  Code  provides 
an  exception  (the  "Ordinary  Course  of  Business  Exception")  to 
Section  547  where  the  payment  is  made  (1)  to  discharge  a  debt 
that  was  incurred  in  the  ordinary  course  of  the  business  or 
financial  affairs  of  the  debtor  and  the  transferee,  (2)  in  the 
ordinary  course  of  the  business  or  financial  affairs  of  the 
debtor  and  the  transferee  and  (3)  according  to  ordinary 
business  terms.  Some  law  firms  have  been  able  to  render 
"reasoned  opinions"  that  the  Ordinary  Course  of  Business 
Exception  applies  to  tax-exenipt  commercial  paper  transactions. 

III.   TENDER  OPTION  BONDS 
S4:17.   Introduction. 

In  order  to  reduce  the  interest  rate  payable  on  long 
term  bonds,  an  Issuer  may  offer  purchasers  the  option  to  tender 
the  bonds  to  the  Issuer,  the  Private  User  or  a  third  party 
(collectively,  the  "Tender  Obligor")  on  a  specified  date  or 
dates;  for  example,  weekly,  monthly  or  annually  (a  "Tender 
Date").  The  Tender  Obligor  agrees  to  purchase  the  bonds  at  par 
plus  accrued  interest. 

From  the  bondholder's  standpoint,  he  or  she  owns  an 
obligation  in  which  his  "market  risk"  runs  only  to  the  Tender 
Date  as  opposed  to  the  stated  maturity  of  the  bonds,  e.g. ,  30 
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years.  On  each  Tender  Date,  the  bondholder  can  reassess  the 
investment.   If  in  light  o£  then  current  market  conditions  he 
or  she  can  find  a  higher  yield  on  a  comparable  investment,  the 
investor  can  exercise  the  option  and  get  back  the  entire 
investment.   On  the  other  hand,  if  the  bond  is  producing  a 
yield  equal  to  or  higher  than  current  returns,  the  investor  can 
keep  the  bond  and  reassess  his  or  her  investment  position  on 
each  Tender  Date  thereafter. 

From  the  Issuer's  standpoint,  it  is  paying  a  current 
rate  of  interest  substantially  below  interest  rates  on  30  year 
bonds.   In  a  recent  financing,  a  30  year  term  bond  with  a  three 
year  "tender  option"  was  sold  at  185  basis  points  less  than  a 
comparably  rated  30  year  bond  without  a  tender  option.   The 
Issuer  is  "gambling"  that  tax-exempt  interest  rates  will  not 
drop  within  three  years.   If  it  is  wrong  and  bonds  are 
tendered,  the  Issuer  may  have  to  refinance  in  whole  or,  more 
likely,  in  part  sometime  during  the  term  of  the  financing  at 
then  current  rates.  On  the  other  hand,  if  it  has  guessed 
correctly,  the  Issuer  will  have  locked  in  a  relatively  low  rate 
for  30  years  or  until  interest  rates  drop  to  a  level  where  it 
is  advantageous  for  the  Issuer  to  refinance. 

Depending  on  the  nature  of  the  Issuer,  its  obligation 
to  accept  the  tender  may  have  to  be  secured,  such  as  by  an  LC. 
An  obligation  which  combines  (1)  a  tender  option  exercisable  on 
not  more  than  seven  days  notice,  (2)  depending  on  the  credit 
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quality  of  the  Issuer  or  Private  User,  the  credit  enhancement 
of  an  LC,  and  (3)  a  variable  rate,  *^  qualifies  as  a 
portfolio  investment  for  money  market  funds.** 

54:18.   Structure. 

The  bondholder  must  deliver  the  bonds  to  the  Trustee, 
as  agent  for  the  tendering  bondholder,  during  a  specified 
period  prior  to  a  Tender  Date,  together  with  a  notice  of  the 
exercise  of  his  option  to  tender  and  a  properly  executed 
instrument  tranf erring  ownership  of  the  bonds.   The  tender  is 
irrevocable  to  and  including  the  Tender  Date. 

Transfer  of  a  debt  instrument  to  the  debtor  generally 
results  in  a  discharge  of  the  debt.**  Therefore,  in  order  to 
keep  the  bonds  outstanding,  the  tendered  bonds  must  be  accepted 
by  the  Trustee  as  agent  for  the  tendering  bondholders  rather 
than  as  agent  for  the  Issuer. 

On  a  specified  date  prior  to  the  Tender  Date,  the 
Trustee  notifies  the  Tender  Obligor  of  the  aggregate  amount  of 
bonds  tendered.   The  Tender  Obligor  then  may  (1)  make  a 
sufficient  deposit  with  the  Trustee  and  direct  that  the  bonds 
be  redeemed,  (2)  find  a  purchaser  for  the  bonds  or  <3)  purchase 
the  bonds . ^ " 

While  not  all  counsel  agree,  many  are  of  the  opinion 
that  under  the  facts  stated  a  purchase  by  the  Private  User  of 
IDBs  issued  on  its  behalf  would  not  cause  them  to  be 
discharged.   This  conclusion  is  consistent  with  the  decision  of 
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the  Court  o£  Appeals  for  the  District  of  Columbia  in  the 
Fairfax  County  Economic  Development  Authority  v.  Commissioner 
of  Internal  Revenue. ^  *  The  Fairfax  court  held  that,  for 
federal  tax  purposes,  the  Issuer  of  an  IDB,  and  not  the 
ultimate  beneficiary  of  the  financing  —  generally  the  Private 
User  —  is  the  obligor  on  the  bonds. 

Moreover,  the  "substantial  user"  exception  contained 
in  Section  103(b) (13)  of  the  IRC  by  implication  recognizes  that 
IDBs  remain  outstanding  when  owned  by  the  Private  User.   It 
provides  that  interest  on  an  IDB  is  taxable  for  any  period 
during  i^ich  it  is  held  by  a  "substantial  user"  of  the 
facilities  constructed  with  the  proceeds  of  the  IDB.^'   If 
IDBs  were  not  outstanding  when  held  by  the  Private  User,  this 
provision  would  not  be  necessary. 

54:19.   Potential  Problems  and  Proposed  Solutions. 

When  the  Tender  Obligor  is  not  the  Issuer  or  the 
Private  User  but  a  third  party,  it  will  demand  compensation 
(the  "Tender  Fee")  for  the  economic  risk  of  having  to  purchase 
tendered  bonds.   The  amount  and  method  of  payment  of  the  Tender 
Fee  is  subject  to  negotiation  between  the  Issuer  or  Private 
User  and  the  Tender  Obligor.   If  the  Tender  Fee  demanded 
exceeds  the  interest  cost  savings,  the  tender  option  feature 
will  be  discarded. 

Some  counsel  are  of  the  opinion  that  a  Tender  Fee  may 
be  disregarded  in  calculating  the  "spread"  permitted  by  the 
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arbitrage  limitations  of  Section  103(c)  of  the  IRC  under  the 
following  conditions:^'  The  tender  option  is  issued 
separately  from  the  bonds;  the  Tender  Obligor  is  an  entity 
other  than  the  Issuer  or  the  Trustee  for  the  bondholders;  and 
the  Tender  Fee  is  paid  directly  to  the  Tender  Obligor  by  the 
bondholder . 

Note  that  vhere  the  Issuer  or  the  Private  User,  rather 
than  a  third  party,  is  the  Tender  Obligor,  all  the  issues 
relating  to  voidable  preference  apply  to  payments  in 
satisfaction  of  the  tender  if  the  Issuer  or  Private  User  makes 
such  payments  vithin  90  days  prior  to  the  filing  of  a  petition 
in  bankruptcy.^* 

IV.   VARIABLE  RATE  BONDS 

S4:20.   Introduction. 

Variable  rate  bonds  are  another  example  of  a  device 
designed  to  make  tax-exempt  bonds  a  more  attractive  investment 
by  protecting  the  holder  against  market  risks.  The  closer  the 
interest  rate  payable  on  an  obligation  is  to  the  current  rate 
on  comparable  obligations,  the  closer  to  par  the  obligation 
will  trade  in  the  market  and  the  less  risk  the  holder  will  bear 
of  having  his  investment  devalued  by  market,  rather  than 
credit,  factors. 

A  variety  of  formulae  have  been  devised  in  an  attempt 
to  assure  the  investor  that  the  interest  rate  on  the  bond 
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always  will  approximate  the  then  current  market  rate.  These 
include  (1)  a  percentage  of  the  prime  rate,  adjusted  as  the 
prime  rate  changes,  <2)  a  percentage  of  the  prime  rate,  %#hich 
percentage  changes  at  prescribed  intervals,  (3)  the  average  of 
the  higher  of  the  short-term  interest  factor  or  the  long-term 
interest  factor,  calculated  weekly,  (4)  the  average  interest 
rate  on  a  specified  number  of  comparable  obligations, 
determined  by  a  service  such  as  Municipal  Securities  Evaluation 
Service  Inc.,  adjusted  periodically,  and  <5)  such  rate  as  an 
independent  third  party  determines  to  be  necessary  in  order  for 
the  bonds  to  sell  at  par. 

54:21.   Structure. 

The  following  are  examples  of  language  appropriate  to 
implement  each  of  these  variable  rate  concepts: 

Floating  Prime 

Interest  on  the  unpaid  principal  balance  of  this 
bond  shall  be  paid  at  a  rate  equal  to  seventy-five 
percent  (75%)  of  the  Prime  Rate  (being  the  rate  of 
interest  publicly  announced  from  time  to  time  by  the 
Bank  at  its  principal  office  as  the  Prime  Rate),  from 
time  to  time  in  effect,  weighted  for  the  number  of 
days  in  effect,  but  in  no  event  more  than  the  highest 
rate  permitted  by  applicable  law.  Each  change  in  rate 
resulting  from  a  change  in  the  Prime  Rate  shall  be 
effective  as  of  the  opening  of  business  on  the 
effective  date  of  any  change  in  the  Prime  Rate. 

Adjusted  Floating  Prime 

Interest  on  the  unpaid  principal  balance  of  this 
bond  shall  be  paid,  during  the  periods  hereinafter 
indicated,  at  the  rate  or  rates  of  interest  per  annum 
(calculated  on  the  basis  of  a  365/366-day  year)  equal 
to  the  following  percentages  set  forth  below,  as  in 
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effect  from  time  to  time,  but  in  no  event  more  than 
the  highest  rate  permitted  by  applicable  law: 

Period 
(Both  Dates  Inclusive)  Applicable  Rate 

June  1,  1982  to  and  including 

Hay  31 ,  1987 62%  of  the  Prime  Rate 

June  I,    1987  to  and  including 

May  31 ,    1992 64%  of  the  Prime  Rate 

June  1,  1992  to  and  including 

Hay  31,  1997 66%  of  the  Prime  Rate 

June.  1,  1997  to  and  including 

May  31,  2002 68%  of  the  Prime  Rate 

June  1,  2002  to  and  including 

May  31 ,  2007 69%  of  the  Prime  Rate 

June  1,  2007  and  thereafter 70%  of  the  Prime  Rat:e 

Any  change  in  the  rate  resulting  from  a  change  in 
the  Prime  Rate  shall  be  effective  on  the  effective 
date  of  each  change  in  the  Prime  Rate  announced  by 
the  Bank  at  its  principal  office. 

Weekly  Average  of  the  Higher  of  Short-  or 
Long-Term  Interest  Factor 

Interest  on  the  unpaid  principal  balance  on  this 
bond  shall  be  paid  at  a  rate  equal  to  a  per  annum 
interest  rate  which  is  the  arithmetic  average  of  the 
weekly  interest  indices  set  forth  below  as  in  effect 
during  the  period  commencing  on  the  first  business  day 
following  each  interest  payment  date  and  ending  on  the 
fifth  business  day  before  the  next  succeeding  interest 
payment  date.   The  interest  index  determined  each  week 
will  be  the  higher  of  the  Short-Term  Interest  Factor 
or  the  Long-Term  Interest  Factor,  determined  as  set 
forth  below.   However,  each  weekly  interest  index  will 

be  <i)  not  less  than  ( ]%  per  annum,  nor  <ii)  more 

than  the  lesser  of  [ %]  per  annum  or  the  maximum 

rate  permitted  by  applicable  law. 

The  Short-Term  Interest  Factor  is  %  of  the 

interest  rate  applicable  to  thirteen-week  United 
States  Treasury  ("Treasury")  bills  and  the  Long-Term 

Interest  Factor  is  %  of  the  interest  rate 

applicable  to  Treasury  securities  adjusted  to  a 
constant  maturity  of  thirty  years. 
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The  Trustee  will  determine  on  each  Tuesday  the 
weekly  interest  index  applicable  to  the  Bonds  and  the 
arithmetic  average  of  all  such  indices  in  effect 
during  the  current  interest  payment  period.   If  any 
Tuesday  is  a  day  on  «^ich  the  Trustee  is  closed,  such 
determination  will  be  made  on  the  next  business  day 
for  the  Trustee  and  applied  as  though  determined  on 
such  Tuesday.  All  determinations  respecting  interest 
payable  on  the  Bonds  will  be  rounded  to  the  nearest 
thousandth  of  one  percent  (the  nearest  0.001%). 

Index  Determined  by  a  Service 

Interest  on  the  unpaid  principal  balance  of  this 
bond  shall  be  paid  on  the  first  business  day  of  each 
calendar  month  and  shall  be  computed  on  the  basis  of  a 
year  of  365  or  366  days,  as  appropriate,  for  the 
actual  number  of  days  elapsed.   Interest  on  this  bond 
will  accrue  from  the  first  business  day  in  each 
calendar  month  to  and  including  the  day  next  preceding 
the  first  business  day  in  the  following  calendar  month 
(each  such  period  being  hereinafter  called  an 
"Interest  Period"). 

For  each  Interest  Period  the  interest  rate  on 
this  bond  will  be  a  percentage  per  annum  equal  to  an 
interest  index  (the  "Interest  Index")  which  will  be 
computed  by  the  Indexing  Agent,  as  of  the  last 
business  day  of  the  preceding  Interest  Period. 
However,  in  no  event  shall  the  interest  rate  borne  by 
this  bond  exceed  the  lesser  of  20%  per  annum  or  the 
maximimt  rate  permitted  by  applicable  law. 

The  Interest  Index  will  be  based  upon  30-day 
yield  evaluations  at  par  of  no  fewer  than  20  issuers 
of  securities  the  interest  on  which  is  exempt  from 
federal  income  taxation  (the  "Component  Issuers") 
selected  by  the  Indexing  Agent  which  will  include, 
without  limitation,  issuers  of  commercial  paper, 
project  notes,  bond  anticipation  notes  and  tax 
anticipation  notes.   So  long  as  the  Bonds  are  rated  in 
either  of  the  two  highest  long-term  rating  categories 
by  both  Moody's  and  S&P,  each  of  the  Component  Issuers 
will  either  have  outstanding  securities  rated  in  the 
highest  note  or  commercial  paper  rating  category  by 
either  such  agency  or  have  outstanding  securities 
rated  in  either  of  the  two  highest  long-term  debt 
rating  categories  by  either  such  agency.   In  the  event 
that  the  Bonds  are  rated  in  a  rating  category  below 
the  two  highest  long-term  debt  rating  categories  by 
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•ither  Moody's  or  8&P#  each  o£  the  Coinponent  Issuers 
vlll  either  have  outstanding  securities  rated  in  the 
note  or  connercial  paper  rating  category  correlative 
to  the  rating  category  in  vhich  the  Bonds  are  rated  by 
either  such  agency  or  have  outstanding  securities 
rated  in  the  rating  category  in  vhich  the  Bonds  are 
rated  by  either  such  agency. 

The  conputation  of  the  Interest  Index  by  the 
Indexing  Agent  vill  be  conclusive  and  binding  upon  the 
holder  of  this  bond. 

Rate  Determined  by  Market 

The  Bonds  shall  bear  interest  at  a  variable  rate 
determined  by  the  Indexing  Agent,  on  or  before  the 
second  Business  Day  of  each  week  for  the  seven  day 
period  commencing  on  Wednesday  of  the  next  succeeding 
week,  to  be  a  rate  which,  giving  due  regard  to 
prevailing  market  conditions,  would  be  the  interest 
rate  necessary  (but  which  would  not  exceed  the 
interest  rate  necessary)  to  cause  the  Bonds  to  trade 
at  par  on  the  secondary  market [;  provided,  however, 
that  the  interest  rate  so  determined  shall  not  be  (a) 
more  than  the  highest  of  (i)  110%  of  the  Interest 
Index,  (ii)  15%  per  annum,  or  (iii)  the  maximum 
permitted  by  law  or  (b)  less  than  the  lower  of  (i)  90% 
of  the  Interest  Index  or  (ii)  7%  per  annum].  ^* 

In  a  recent  IDB  financing,  the  bond  provided  for  no 

fever  than  six  different  possible  rates  of  interest,  including 

four  different  fixed  rates,  two  of  which  were  determined  by 

reference  to  indices,  and  t%fo  different  floating  rates,  both  of 

which  were  determined  by  reference  to  indices . ^  * 

S4:22.   Potential  Problems  and  Proposed  Solutions. 

Some  authorizing  statutes  require  the  Issuer  to  fix 
the  interest  rate  payable  on  its  obligations.^^  Under  such 
provisions,  a  resolution  of  the  Issuer  authorizing  the  interest 
rate  to  vary  from  time  to  time  or  to  be  determined  by  reference 
to  an  external  index,  by  a  service  or  fay  the  market  may  not  be 
permissible. 
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The  other  major  problem  raised  by  variable  rate  bonds 
is  whether  a  change  in  rates  constitutes  a  new  issue  for 
federal  tax  lav  purposes.   The  general  rule  is  that  a 
renegotiation  of  a  basic  term  of  an  obligation,  such  as  the 
principal  amount,  maturity  date  or  interest  rate,  will 
constitute  a  new  issue.  ^' 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982 
imposes  requirements  on  IDBs  issued  after  June  30,  1983, 
relating  to  (1)  public  hearing  and  approval,  <2)  information 
reporting,  (3)  the  use  of  proceeds  to  finance  certain  kinds  of 
facilities  and  (4)  the  maturity  of  the  bonds.  ^*  If  a  change 
in  rate  pursuant  to  any  of  these  formulae  constitutes  a  new 
issue  for  federal  tax  law  purposes,  how  can  an  issuer  comply 
with  these  requirements?  If  they  cannot  be  complied  with,  and 
in  most  cases  compliance  would  be  impossible,  does  the  interest 
on  the  bonds  become  taxable  upon  a  change  in  rate?  If  the 
"sunset  provision"  pertaining  to  IDBs  in  Section  103(b) (6) <N) 
of  the  IRC  takes  effect,  will  a  change  in  rate  pursuant  to  one 
of  the  formulae  after  December  31,  1986  convert  the  bond  issue 
from  tax-exempt  to  taxable? 

The  only  formulae  on  which  there  appears  to  be  a 
unanimity  of  opinion  among  counsel  that  no  reissuance  question 
is  raised  are  percentage  of  floating  prime  rate;  a  percentage 
of  floating  prime  rate,  which  percentage  changes  at  prescribed 
intervals;  and  the  average  of  the  higher  of  the  short-term 
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interest  factor  or  the  long*term  interest  factor.   In  each  of 
these  cases,  all  the  criteria  upon  which  the  change  in  rate  are 
based  are  set  forth  in  the  original  instrument  and  the 
mechanism  for  changing  the  rate  is  self -executing  or  determined 
by  market  forces  outside  the  control  of  the  Issuer  or  Private 
User. 

Some  IDBs  are  issued  with  an  initial  interest  rate 
that  is  a  variable  rate  tied  to  the  average  rate  of  a  portfolio 
of  comparable  obligations.   The  Private  User  is  given  the 
option  at  any  time  to  change  the  variable  rate  to  a  fixed  ra^e 
based  on  a  third-party  deternined  index.  A  change  from  a 
variable  rate  to  a  fixed  rate,  particularly  where  the  change  is 
in  the  uncontrolled  discretion  of  the  Private  User,  raises 
serious  reissuance  problems.  One  solution  is  to  condition  t:he 
ability  of  the  Private  User  to  exercise  its  option  upon  the 
receipt  by  the  Trustee  of  an  ungual i fed  opinion  of  bond  counsel 
to  the  effect  that  such  change  will  not  adversely  affect  the 
tax-exempt  status  of  the  interest  on  the  bonds. 

V.   ZERO  COUPON,  MODIFIED  ZERO  COUPON  AND 
COMPOUND  INTEREST  BONDS 

54:23.    Introduction. 

Zero  coupon  bonds  are  bonds  on  which  the  stated 
interest  rate  is  0%  and  on  which  no  interest  is  payable  until 
the  maturity  or  redemption  of  the  bonds.   Such  a  bond  is  sold 
to  the  public  at  a  substantial  discount  from  its  stated 
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principal  amoiint,  and  its  value  —  disregarding  market 
fluctuations  —  increases  on  the  basis  o£  a  semi-annual 
compounding  of  interest  at  the  original  issue  yield  (the 
"Compound  Accreted  Value").  For  example,  a  $5000  zero  coupon 
term  bond  maturing  in  2017  was  recently  offered  for  sale  at 
(175.  Every  six  months  the  value  of  the  bond  will  be  increased 
by  an  internal  compounding  of  interest  at  an  annual  rate  of 
9.7158%.  At  the  end  of  year  1,  it  will  have  a  Compound 
Accreted  Value  of  $198.65;  year  10,  $466.55;  year  20, 
$1,204.85;  year  30,  $3,111.40;  and  year  35,  $5,000. 

A  zero  coupon  bond  has  two  advantages  to  the 
purchaser:   its  very  low  purchase  price  and  the  automatic 
reinvestment  of  interest  at  a  compound  rate,  in  the  example 
just  cited,  of  approximately  10%.  From  the  Issuer's 
standpoint,  the  advantage  of  a  zero  yield  coupon  was  the 
ability  to  sell  a  35  year  bond  at  9.7158%  when  comparable  bonds 
were  selling  at  approximately  12%. 

A  serious  disadvantage  to  the  Issuer  is  the  large 
principal  amount  of  zero  coupon  bonds  which  must  be  sold 
because  of  the  relatively  low  amount  of  dollars  actually 
received  from  the  sale  of  such  bonds.   In  the  example  under 
consideration,  the  Issuer  sold  $220,700,000  in  zero  coupon 
bonds  and  received  net  proceeds  of  only  $6,550,000.   Put 
differently,  in  order  to  raise  $1  in  proceeds,  the  Issuer  had 
to  issue  $33.70  principal  amount  of  bonds.   In  economic  terms. 
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the  difference  bet%#een  the  principal  amount  of  bonds  issued  and 
the  proceeds  received  represent  interest  on  the  zero  coupon 
bonds  over  their  tern  which  the  Issuer  "borrowed"  but  did  not 
receive . 

Compound  interest  or  capital  appreciation  bonds 
(collectively,  "compound  interest  bonds")  are  a  variant  of  zero 
coupon  bonds,  designed  to  eliminate  their  main  disadvantage 
while  retaining  some  of  their  attractive  features.  Compound 
interest  bonds  bear  interest  at  a  stated  rate,  but  the  interest 
is  compounded  semi-annually  at  the  stated  rate  and  is  paid  only 
upon  maturity  or  redemption  of  the  bond.  The  initial  offering 
price  to  the  public  of  such  a  bond  is  par,  and  the  value  of  the 
bond  —  disregarding  market  fluctuations  —  increases 
semi-annually  by  the  amount  of  the  compounded  accrued  interest. 

The  automatic  reinvestment  of  interest  at  today's 
relatively  high  rates  on  a  compounded  basis,  a  feature  shared 
with  zero  coupon  bonds,  has  proved  attractive  to  investors  who 
do  not  want  the  burden,  or  risk,  of  reinvesting  each  interest 
payment  semi-annually  over  the  term  of  the  bond.  This  feature 
has  allowed  compound  interest  bonds  to  sell  at  lower  interest 
rates  than  bonds  of  comparable  quality  which  do  pay  interest 
semi-annually.  The  interest  rate  savings  is  the  attraction  to 
the  Issuer. 

Since  a  compound  interest  bond  is  sold  at  par,  rather 
than  a  substantial  discount,  it  does  not  have  the  advantage  — 
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from  the  investor's  standpoint  —  o£  a  very  low  purchase  price, 
or  the  disadvantage  —  from  the  Issuer's  stand^int  —  o£ 
having  to  issue  a  principal  amount  o£  bonds  many  times  the 
amount  of  proceeds  actually  received. 

Yet  another  variation  on  this  theme  are  obligations 
kno%m  variously  as  intermediate  appreciation  term  bonds  or 
growth  and  income  securities  (collectively,  "modified  zero 
coupon  bonds").   Typically,  principal  on  these  obligations 
matures  in  one  of  the  latest  years  of  the  bond  issue. 

Like  zero  coupon  bonds,  these  obligations  are  sold  at 
a  substantial  discount  from  par.   Interest  is  accrued  and 
compounded,  rather  than  paid  to  the  bondholders;  but  only  for  a 
specified  period  of  time,  not  for  the  entire  maturity  of  the 
bond.  The  period  of  compounding  is  that  number  of  years 
necessary  to  bring  the  Compound  Accreted  Value  of  the  bond  — 
i.e.,  its  original  purchase  price,  plus  the  compounded  interest 
—  to  the  principal  amount  due  at  maturity.   The  Compound 
Accreted  Value  increases  at  the  stated  interest  rate, 
compounded  on  each  interest  payment  date,  in  equal  daily 
amounts  generally  on  the  basis  of  twelve  30-day  months. 
Thereafter,  interest  is  payable  semiannually  on  the  stated 
principal  amount. 

This  type  of  obligation  is  designed  as  a  compromise, 
offering  the  Issuer  and  the  investor  some,  but  not  all,  of  the 
advantages  of  zero  coupon  and  compound  interest  bonds.   The 
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Investor  benefits  from  a  discount  purchase  price  and,  for  a 
significant  portion  of  the  term  of  the  bond,  a  guaranteed 
compounded  interest  at  current  rates.  The  Issuer  benefits  from 
a  lower  interest  cost.  On  the  other  hand,  the  Issuer  still 
must  issue  a  greater  principal  amount  of  bonds  than  obligations 
sold  at  par  in  order  to  raise  the  same  amount  of  capital. 

54:24.   Structure. 

The  Indenture  authorizing  the  issuance  of  zero  coupon 
(including  modified  zero  coupons)  or  compound  interest  bonds 
and  the  bond  forms  themselves  must  provide  a  table  setting 
forth  the  Compound  Accreted  Value  for  zero  coupon  bonds,  or  the 
accrued  interest  for  compound  interest  bonds.  The  table 
enables  the  bondholder  or  prospective  purchaser  to  determine 
the  value  of  a  bond,  excluding  the  effect  on  value  caused  by 
market  interest  rate  fluctuations  or  by  the  creditworthiness  of 
the  Issuer. •• 

If  zero  coupon  bonds  were  redeemed  at  their  stated 
principal  amount,  the  Issuer  would  be  required  to  pay  a 
substantial  premium,  in  addition  to  any  redemption  premium 
actually  provided  for  in  the  Indenture.   In  our  example,  if  a 
$5000  bond  were  redeemed  in  year  10,  the  premium  would  be 
$4533.45;  in  year  20,  $3795.15  (i.e.,  the  difference  between 
$5000  and  the  bond's  then  Compound  Accreted  Value). 
Conversely,  if  compound  interest  bonds  were  redeemed  at  their 
stated  amount,  the  bondholder  would  be  deprived  of  the  value  of 
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the  accrued  interest  on  his  investment.*^  Accordingly,  the 
redemption  provisions  of  the  Indenture  must  be  rewritten  to 
insure  that  zero  coupon  or  compound  interest  bonds  are 
redeemable  only  in  accordance  with  the  table.** 

S4:25.   Potential  Problems  Relating  to  Zero  Coupon  Bonds 
and  Proposed  Solutions. 

A  large  principal  amount  of  zero  coupon  bonds  must  be 
issued  to  raise  a  relatively  small  amount  of  proceeds.   Zero 
coupon  bonds,  therefore,  may  be  an  inefficient  use  of  an 
Issuer's  bonding  capacity  if  the  Issuer  is  limited  by  a 
constitutional  or  statutory  debt  ceiling  and  if  the  outstanding 
amount  of  bonds  is  determined  by  the  face  amount  of  bonds 
issued,  rather  than  the  proceeds  received.   There  is  little 
precedent  on  the  question  as  to  what  amount  must  be  treated  as 
outstanding  for  such  purposes,  so  most  bond  counsel  take  the 
more  conservative  position  that  the  entire  face  amount  should 
be  deemed  outstanding  in  the  year  of  issue. 

By  contrast,  the  Internal  Revenue  Service  has  ruled 
that  in  determining  the  amount  of  Mortgage  Revenue  Bonds  issued 
against  the  "state  ceiling"  prescribed  pursuant  to  Section 
103A(g)  of  the  Code,  only  the  amount  paid  to  the  Issuer  by  the 
first  buyer  need  be  considered.**  The  Service  reasoned  that 
the  purpose  of  the  ceiling  in  Section  103A  was  to  limit  the 
amount  of  money  that  could  be  used  within  a  particular  state  to 
finance  residences  with  the  proceeds  of  tax-exempt  bonds . 
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Therefore,  it  concluded,  counting  the  amount  of  proceeds 
received  and  not  the  stated  principal  amount  served  the 
statutory  purpose .  *  * 

The  federal  income  tax  treatment  of  zero  coupon  bonds 
is  fairly  complex.   The  amount  by  vhich  the  stated  principal 
amount  of  the  bond  exceeds  the  bond's  initial  offering  price  to 
the  public  (the  "Discount")  <1)  is  treated  as  tax-exempt 
interest  under  present  law,  <2)  is  deemed  accrued  by  the 
bondholder  under  an  actuarial  compound  interest  basis  from  the 
date  of  original  issue  to  the  date  of  maturity  and  (3)  is 
apportioned  among  the  original  and  succeeding  holders  of  the 
bond  on  such  basis.**  Accordingly,  the  holder  of  a  zero 
coupon  bond  is  treated  as  receiving  in  each  annual  period  an 
amount  of  tax-exempt  interest  equal  to  the  Discount  accrued  on 
a  compound  interest  basis  for  the  annual  period.   Where  a 
holder  sells  a  zero  coupon  bond  during  an  annual  period,  the 
annual  Discount  accrual  for  the  period  is  calculated  on  a 
straight  line  basis  ratably  between  the  portion  of  the  period 
during  which  the  holder  held  the  bond  and  the  balance  of  the 
period.   The  amount  of  Discount  treated  as  having  been  received 
in  accordance  with  this  formula  is  added  to  the  holder's  tax 
basis  for  the  purposes  of  determining  gain  or  loss  on  a  sale  or 
redemption  of  a  zero  coupon  bond.   If  the  amount  realized  upon 
a  sale  of  a  zero  coupon  bond  is  in  excess  of,  or  less  than,  the 
holder's  cost,  plus  the  amount  of  Discount  accrued  to  the  date 
of  purchase,  the  holder  will  recognize  taxable  gain  or  loss  to 
that  extent . • * 
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FOOTNOTES 

1  Christian  Science  Monitor,  July  10,  1981,  at  4;  The  Bond 
Buyer,  May  8,  1981,  at  3;  Wash.  Post,  July  9,  1978,  at  A3. 

2  Danziger  and  Ring,  Fiscal  Limitations:  A  Selective  Review 
of  Recent  Research,  42  Pub.  Ad.  Rev.  47  at  50  (1982); 
N.Y.  Times,  February  26,  1975,  at  1  Col.  1,  and  at  20 

Col .  3  (New  York  State  Urban  Development  Corporation 
default);  N.Y.  Times,  July  23,  1983,  at  29  Col.  1  and  6; 
N.Y.  Times,  July  26,  1983,  at  1  Col.  4;  The  Bond  Buyer, 
July  26,  1983,  at  1  Col.  1;  Wash.  Post,  July  23,  1983,  at 
Al  (Washington  Public  Power  Supply  System  default). 

3  See  Chapters  3  and  6. 

4  See  S4:08. 

5  OCC  Interpretative  Ruling  7.7016,  12  C.F.R.  7.7016  (1983). 

6  (a)  Credits  may  be  either  (1)  revocable,  or  (b) 

irrevocable. 

(b)  All  credits,  therefore,  should  clearly  indicate 
whether  they  are  revocable  or  irrevocable. 
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<c)   In  the  absence  o£  such  indication  the  credit 
shall  be  deemed  to  be  revocable. 

Uniform  Customs  and  Practice  for  Documentary  Credits 
(1974  Revision)  Art.  la,  b  and  c. 

"Credit"  or  "letter  of  credit"  means  an  engagement  by 
a  bBxHn   or  other  person  made  at  the  request  of  a 
customer  and  of  a  kind  within  the  scope  of  this 
Article  (Section  5-102)  that  the  issuer  will  honor 
drafts  or  other  demands  for  payment  upon  compliance 
with  the  conditions  specified  in  the  credit.  A  credit 
may  be  either  revocable  or  irrevocable.  The 
engagement  may  be  either  an  agreement  to  honor  or  a 
statement  that  the  bank  or  other  person  is  authorized 
to  honor.   U.C.C.  S  5-103(l)(a)  (1978). 

The  definition  also  makes  clear  that  the  engagement 
may  be  either  revocable  or  irrevocable,  the  legal 
consequences  of  which  are  spelled  out  in  Section  5—106 
on  the  time  and  effect  of  establishment  of  a  credit. 
Neither  the  definition  nor  any  other  section  of  this 


Article  deals  with  the  issue  of  when  a  credit,  not 
clearly  labelled  as  either  revocable  or  irrevocable 
falls  within  the  one  or  the  other  category  although 
the  Code  settles  this  issue  with  respect  to  the  sales 
contract  (Section  2-325).   This  issue  so  far  as  it 
affects  an  issuer  under  this  Article  is  intentionally 
left  to  the  courts  for  decision  in  the  light  of  the 
facts  and  general  law  (Section  1-103)  with  due  regard 
to  the  general  provisions  of  the  Code  in  Article  1 
particularly  Section  1-205  on  course  of  dealing  and 
usage  of  trade.  U.C.C.  $  5-103(l)(a)  comment  1  (1978). 

8  For  text  of  a  typical  "direct  pay  LC",  see  Exhibit  A. 

9  For  text  of  a  typical  "standby  LC",  see  Exhibit  B. 

10  See  Harfield,  Bank  Credits  and  Acceptances,  157-163  (5th 

Ed.  1974). 

11  See  Border  National  Bank  v.  American  National  Bank,  282 
F.  73  (5th  Cir.  1922),  cert,  denied,  260  U.S.  701  (1922). 


12  See  Republic  National  Bank  v.  American  National  Bank,  578 
S.W.2d  109  (Tex.  Sup.  Ct.  1978).   See  also  Barclays  Bank 
V.  Mercantile  National  Bank,  481  F.2d  1224  (5th  Cir. 
1973),  cert,  denied,  414  U.S.  1139  (1974). 

13  "National  banks,  however,  may  issue  standby  letters  of 
credit."  OCC  Interpretative  Letter  No.  78  (/1/25/79), 
(CCH)  Fed.  Banking  L.  Rep.,  Par.  85,153.  See  also  OCC 
Interpretative  Ruling  7.7016,  12  C.F.R.  S7.7016  (1981). 

14  For  an  example  of  a  typical  opinion  of  counsel  to  an  LC 
Bank,  see  Exhibit  C. 

15  12  U.S.C.  S84. 

16  See  Chapter  on  Federal  Securities  Lavs,  Chapter  9. 

17  See  Societe  Generale  -  New  York  No-Action  Letter  ri98l 
Transfer  Binder]  Fed.  Sec.  Law  Rept.  (CCH)  If  76,775 
(Sept.  25,  1980). 

18  See  Chapter  on  Federal  Securities  Laws:   Disclosure, 
Chapter  9. 
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19  12  C.F.R.  511.7(c)<9)(viii). 

20  See  Chapter  on  Federal  Tax  Exemption:   Industrial  Revenue 
Bonds,  Chapter  6. 

21  IRS  Letter  Ruling  8108032  (November  25,  1980) 

22  IRS  Letter  Ruling  8324063  (March  14,  1983) 

23  IRC  S  103(h)(2)(A),  (C)  and  (B)(i). 

24  IRC  S  103(h)(2)(B)(ii). 

25  12  U.S.C.  $  1813(1)(1)  defines  a  "deposit"  as 

"the  unpaid  balance  of  money  or  its  equivalent 
received  or  held  by  a  bank  in  the  usual  course  of 
business  and  .  .  .  which  is  evidenced  by  ...  a 
letter  of  credit  ...  on  which  the  bank  is  primarily 
liable:   Provided,  that,  without  limiting  the 
generality  of  the  term  'money  or  its  equivalent',  any 
such  account  or  instrument  must  be  regarded  as 
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evidencing  the  receipt  of  the  equivalent  of  money  when 
credited  or  issued  in  exchange  for  ...  a  promissory 
note  upon  which  the  person  obtaining  any  such  credit 
or  instrument  is  primarily  or  secondarily  liable 
.  .  .  ."   (Emphasis  added.) 

26   Philadelphia  Gear  Corporation  v.  Federal  Deposit 

Insurance  Corporation,  F.2d  (Nos.  84-1901, 

84-2007)  (10th  Circ.  1984);  Allen,  et  al .  v.  Federal 

Deposit  Insurance  Corporation,  F.  Supp.  No. 

Civ.  3-84-274  (E.D.  Tenn.  N.D.  Oct.  24,  1984). 

The  Tenth  Circuit,  in  Philadelphia  Gear,  rejected  tlie 
argument  that  the  promissory  note  did  not  constitute 
"money  or  its  equivalent"  because  no  advance  had  been,  or 
was  required  or  was  expected  to  be,  made  on  the  note 
until  there  was  a  draw  on  the  LC,  an  event  which  had  not 
occurred.   The  court  concluded  that  the  issuance  of  the 
LC  to  which  third  parties  could  look  for  payment  in 
reliance  by  the  LC  Bank  upon  the  account  party's 
execution  of  the  promissory  note  made  the  transaction 
"one  in  which  money  or  its  equivalent  [i.e.,  the  LC]  was 
issued  in  exchange  for  a  promissory  note." 
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The  Tenth  Circuit  rejected  the  further  argument  that 
the  LC  Bank  is  not  primarily  liable  on  a  standby  LC 
within  the  meaning  o£  12  U.S.C.  S1818(l)(l). 

27  Colonial  Bank  &  Trust  Co.  v.  American  Bankshares  Corp., 
439  F.  Supp.  797  (D.  Wis.  1977). 

28  IRC  S  103(h)(3)(D). 

29  House  Ways  and  Means  Committee  Report,  March  5,  1984  (H. 
Rept.  98-432,  Part  2,   98th  Cong.  2d  Sess.)  p.  1690 
(hereinafter,  the  "House  Report").  Accord,  General 
Explanation  of  the  Revenue  Provisions  of  the  Deficit 
Reduction  Act  of  1984,  prepared  by  the  Staff  of  the  Joint 
Comnittee  on  Taxation,  December  31,  1984,  p.  941,  which, 
although  not  official  legislative  history,  concludes  that 
a  letter  of  credit  is  a  guarantee  which  is  not  effected 
"by  means  of  Federal  deposit  insurance."  Note  that  this 
General  Explanation  was  written  after  both  Philadelphia 
Ctear  and  Allen  had  decided  that  standby  LCs  are  deposits 
insured  by  FDIC. 


393 


30  It  should  be  noted  in  this  regard  that  Philadelphia  Gear 
had  been  decided  at  the  federal  district  court  level  on 
February  9,  1984,  well  before  the  bill  embodying  what  is 
now  subsection  (h)  was  reported  by  the  House  Ways  and 
Means  Committee  and  almost  a  month  before  the  House 
Report  was  issued. 

31  Senate  Report  98-169,  Vol.  1,  p.  694,  98th  Cong.  2d  Sess. 

32  12  U.S.C.  S  1813(1)(1). 

33  See,  e.g. ,  Rev.  Rul.  73-505,  1973-2  C.B.  224;  and  Rev. 
Rul.  70-436,  1970-2  C.B.  148. 

34  Allen  at  p.  9. 

35  UCC  S  3-104(1) (b)  defines  a  negotiable  promissory  note  as 

"containing]  an  unconditional  promise  or  order  to  pay 
a  sum  certain  in  money  and  no  other  promise,  order, 
obligation  or  power  given  by  the  maker  or  drawer 
except  as  authorized  by  this  Article  .  .  .  . " 
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UCC  S  3-805  defines  note  as 

"...  any  instrument  whose  terms  do  not  preclude 
transfer  and  which  is  otherwise  negotiable  within  this 
Article  but  which  is  not  payable  to  order  or  to 
bearer,  except  that  there  can  be  no  holder  in  due 
course  of  such  an  instrument" 

36  12  U.S.C.  S  1813(1)(1). 

37  The  covenant  on  behalf  of  the  bondholder  would  be  placed 
on  the  face  of  the  bond  and  state  something  to  the  effect 
that: 

"By  accepting  this  bond,  the  bondholder  hereby 
covenants  and  agrees  that  it  will  make  no  claim 
against  the  Federal  Deposit  Insurance  Corporation  for 
any  insurance  benefits  to  which  it  might  otherwise  be 
entitled  as  a  consequence  of  any  letter  of  credit 
securing  the  payment  of  this  bond." 
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38  See  Chapter  on  Federal  Tax  Exemption:  Arbitrage. 

39  Treas.  Reg.  S  I. 103-13(b)(5)(i) . 

40  Treas.  Reg.  $  I.103-I3<h).  The  differential  between  the 
yield  on  the  bonds  and  the  yield  on  the  Issuer's 
investment  of  the  proceeds  of  the  bonds  is  referred  to  as 
the  "spread". 

41  Treas.  Reg.  S  1.103-13(b)<5)(viii) . 

42  Treas.  Reg.  S  1. l03-l3(c)(5)(iv)<A) . 

43  IRS  Letter  Ruling  8327016  (April  1,  1983). 

44  Id. 

45  IRS  Letter  Ruling  8328051  (April  12,  1983). 

46  The  period  is  extended  to  one  year  prior  to  the  filing  of 
a  petition  if  the  creditor  is  an  "insider"  and  had 
reasonable  cause  to  believe  that  the  debtor  was  insolvent 
at  the  time  of  the  transfer.   See  Clhapter  on  Bankruptcy. 


396 


47  Chapter  7  of  the  Bankruptcy  Code  permits  a  secured 
creditor  to  receive  the  £ull  value  of  the  collateral 
securing  his  debt. 

48  See  Westinghouse  Credit  Corp.  v.  Page,  18  Bankruptcy  Rptr 
713  (D.C.  D.C.  1982). 

49  See  note  8  and  accompanying  text. 

50  See  Westinghouse  Credit  Corp.  v.  Page,  18  Bankruptcy  Rptr 
713  (D.C.  D.C.  1982);  Twist  Cap  v.  Southeast  Bank  of 
Tampa,  1  Bankruptcy  Rptr  284  (Bankr.  D.  Fla.  1979). 

51  For  an  opinion  that  such  a  structure  is  "preference 
proof",  see  Exhibit  D. 

52  See  In  re  Knox  Kreations,  Inc.,  656  F.2d  230  (6th  Cir. 
1981). 

53  For  an  opinion  that  such  a  structure  is  "preference 
proof",  see  Exhibit  E. 
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54  Exhibit  F  is  the  description  in  an  Official  Statement 
describing  the  provisions  of  such  an  Indenture. 

55  1  Bankruptcy  Rptr  284  (Bankr.  D.  Fla.  1979). 

56  See  In  re  M.J.  Sales  &  Distributing  Company^  Inc.,  25 
Bankruptcy  Rptr  608  (Bankr.  S.D.N.Y.  1982)  and  Aetna 
Business  Credit,  Inc.  v.  Hart  Ski  Manufacturing  Company, 
Inc.,  7  Bankruptcy  Rptr  465  (Bankr.  D.  Minn.  1980). 

57  See  Chapter  on  Municipal  Obligations:   Short-Term. 

58  For  the  reasons  discussed  in  Section  4:16  the  term 
usually  will  be  shorter. 

59  See  Devlin,  'Plain  Vanilla'  Can  Taste  Very  Good,  The  Bond 
Buyer,  May  25,  1982,  at  p.  8;  Chell,  Squared  Issuers  Take 
a  New  Look  at  Tax-Exempt  Commercial  Paper,  September  8, 
1981,  at  p.  1;  Chell,  High  Demand,  Lav  Rate  Boost 
Tax-Exempt  Commercial  Paper,  May  15,  1981  at  p.  3. 

60  For  an  example  of  a  typical  tax-exempt  commercial  paper 
disclosure  document  for  a  general  obligations  issuer,  see 
Exhibit  6. 
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61  For  an  example  o£  a  typical  tax-exempt  commercial  paper 
frying  agent  agreement,  see  Exhibit  H. 

62  For  an  example  o£  a  typical  tax-exempt  commercial  paper 
dealer  agreement,  see  Exhibit  I. 

63  For  an  example  o£  a  typical  tax-exempt  commercial  paper 
credit  agreement,  see  Exhibit  J. 

64  See  Exhibit  6. 

65  See  Exhibit  K,  particularly  section  15,  for  a  typical 
lOb-5  certificate  from  the  Issuer's  chief  financial 
officer  executed  as  of  each  roll-over  date. 

66  See  Section  4:08. 

67  See  Part  IV. 

68  SEC  Rule  2a-7. 


399 


69  See  2  Restatement  (Second)  o£  Contracts  Sec.  274  (1981); 
5A  Corbin/  Contracts  Sec.  1250  (1964)  See  Also  Taylor  v 
Bocock,  276  So.  2d  347,  writ  denied/  279  So.  2d  205  (La. 
1973). 

70  For  sample  language  £rom  an  Indenture  implementing  a 
tender  option,  see  Exhibit  L. 

71  Fairfax  County  Economic  Development  Authority  v. 
Commissioner  of  Internal  Revenue,  77  T.C.  546,  aff 'd  679 
F.2d  261  (D.C.  Cir.  1982). 

72  $  1.103(b) (13)  reads  as  follows: 

"EXCEPTION  —  Paragraphs  (4),  (5),  (6)  and  (7)  do  no^ 
apply  with  respect  to  any  obligation  for  any  period 
during  which  it  is  held  by  a  person  who  is  a 
substantial  user  of  the  facilities  or  a  related 
person. " 

See  Chapter  on  Federal  Tax  Exemption:   IDBs. 
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73  See  Chapter  on  Federal  Tax  Exemption:  Arbitrage. 

74  See  the  discusssion  of  the  Bankruptcy  Code  in  S  4:08. 

75  Recently,  a  number  of  issues  have  omitted  the  bracketed 
language,  v^ich  was  intended  to  establish  objective 
standards . 

76  Exhibit  N  is  an  excerpt  from  the  Official  Statement 
describing  this  floating  rates/fixed  rate  bond  issue. 

77  N.Y.  Local  Finance  Lav  S  51.00(5)  (McKinney  1968);  6a. 
Code  Ann.  S  36-82-122  (1983);  Ind.  Code  Ann.  $  5-1-4-13 
(Burns  1983). 

78  See  Rev.  Rul.  81-281;  c.f .  Thomas  Watson,  8  T.C.  569 
(1947),  acq  1947-2  C.B.  5;  Thomas  Emery,  8  T.C.  979, 
aff 'd  48-1  USTC  If  9165  (2d  Cir.  1948);  Girard  Trust  Co. 
V.  U.S.,  166  F.2d  773  (3d  Cir.  1948).   See  generally 
Winterer,  "Reissuance"  and  Deemed  Exchanges  Generally,  37 
Tax  Lawyer  509  (1984). 
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79  I.R.C.  S  103(k),  S  103(c),  S  103-l(b) (14) .   See  Chapter 
on  Federal  Tax  Exemption:  Arbitrage. 

80  For  a  sample  Compound  Accreted  Value  table  for  zero 
coupon  bonds,  see  Exhibit  N;  and  for  a  sample  accrued 
interest  table  for  compound  interest  bonds,  see  Exhibit  O 

81  See  Exhibit  O. 

82  For  sample  Indenture  provisions  for  redemption  of  zero 
coupon  bonds,  see  Exhibit  P. 

83  Rev.  Rul.  83-154  (10/17/83). 

84  Since  the  Issuer  is  obligated  to  pay  the  full  face  amount 
of  zero  coupon  bonds  on  maturity  or  their  Compound 
Accreted  Value  upon  redemption  and  since  taxes  will  have 
to  be  levied  to  meet  this  obligation,  the  Service's 
reasoning  would  not  appear  to  be  apposite  in  the  case  of 
general  obligation  bonds. 
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85  See  I.R.C.  S  163(E) «  Treas .  Reg.  S  1.163-3  &  4. 

86  For  a  legal  opinion  regarding  the  treatment  of  original 
issue  discount  £or  federal  income  tax  purposes,  see 
Exhibit  Q. 
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MUNICIPAL  BANKRUPTCY:   PROBABILITT  AND  EFFECT 

(Current  Problems,  Possible  Solutions, 
and  Proposed  Legislative  Changes) 

NOTE:  The  following  outline  and  Appendices  A,  B  and  C  are 

baclcground  material  for  the  Case  Studies  and  Discussion 
Questions.  Appendices  D  and  E  will  be  the  subject  of  the 
program  presentation. 

PAST  BOND  DEFAULTS  AND  MUNICIPAL  BANKRUPTCY. 

A.        Analyaia  of  Past  Defaults, 

1.         Municipdl  Bonds, 


U 


a. 


Between  1839  and  1969  there  were  6,195 
recorded  defaults  of  municipal  issues. 


(1) 


(2) 


The  defaults  between  1839  and  1969 
consisted  of  default  by  727  counties 
and  parishes,  1,911  incorporated 
municipalities,  313  unincorporated 
municipalities,  1,372  School  Districts 
and  1872  special  purpose  districts. 

During  the  period  of  1929-1937  there 
were  4,770  defaults  by  Governmental 
bodies  consisting  of  the  following: 

Percentage 


Number 

of  Total 

Indebtedness 

Percentage 

in 

Number  In 

of  Defaulting 

of  Debt 

Type  of  Government  Unit 

Default 
417 

Default 
13.7 

Unit 

In  Default 

Counties 

$  360 

15.1 

Incorporated  municipalities 

1,434 

8.3 

1,760 

19.9 

Towns  and  organized  toM/nships 

88 

.4 

10 

2.9 

School  districts 

1,241 

.9 

160 

7.8 

Aeclamatton,  levee,  irrigation^ 

and  drainage  districts 

944 

28.2 

Other  special  districts 

646 

12.4 

400 

25.0 

Total 

4,770 

2.7 

2,690 

17.7 

A  Commission  Report  "City  Financial  Emergen- 
cies: The  Intergovernmental  Dimension**,  Advisory  Com- 
mission on  Intergovernmental  Relations,  Washington, 
D.C.,  July,  1973. 

b.  During  the  1930*s  municipal  units  defaulted 

in  the  payment  of  interest  or  principal  on 
some  10%  of  the  then  outstanding  total  of 
$15  billion  of   municipal  bonds.     Between 
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194S  and  1970  Municipal  Bonds  in  the 
principal  amount  of  $450,000,000  went  into 
default  which  constituted  .4%  of  the  princi- 
pal amount  of  Municipal  Bonds  outstanding 
in  1970. 

c.  Since  1937  when  the  Municipal  Banlcruptcy 
Act  was  passed,  and  1972  there  were  362 
cases  filed. 

(1)  These  362  cases  involved  admitted 
debts  of  approximately  $217,000,000. 

(2)  In  these  Chapter  IX  cases,  the 
amount  paid  on  such  debt  exceeded 
$140,000,000  and  the  amount  of  loss 
was  approximately  $77,000,000. 

d.  Between  1954-1972,  17  Banlcruptcy  cases 
were  filed  and  between  1972  and  1979  there 
were  9  Chapter  IX  petitions  filed  by 
governmental  bodies.  Since  the  effective 
date  of  the  Bankruptcy  Reform  Act  of  1978 
(October  1,  1979)  there  have  been  16  Chap- 
ter 9  Petitions  filed. 

e.  In  contrast,  during  the  1940's,  there  were 
only  79  defaults  by  municipalities.  How- 
ever in  the  1950's  the  defaults  by  munici- 
palities increased  to  112  and  during  the 
1960's  to  294.  As  we  progress  into  present 
economic  times,  defaults  increase. 

f.  Approximately  75%  of  all  municipal  bond 
defaults  have  occurred  in  bonds  issued  by  a 
municipality  to  finance  revenue  producing 
enterprises  (i.e.,  highways,  bridges,  utili- 
ties, swimming  pools,  harbors,  etc.). 

g.  Given  recent  legislative  restrictions  on 
taxation  combined  with  economic  factors  of 
increasing  costs  of  providing  minimal  muni- 
cipal services  there  is  an  increasing  diffi- 
culty posed  to  municipalities  in  meeting 
their  debt  obligations. 

2,         Comparison  with  Corporate  Bonds, 

a.  Debt  obligation  of  U.S.  corporate  business, 
commercial,  banlcs  and  financial  borrowers 
totaled  $112.9  biUion  in  1965,  $346.8  billion 
in  1977  and  estimated  to  exceed  $400 
biUion  in  1981.. 
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b.  In  years  1900-43  U.S.  Corporate  Bonds  de- 
faulted at  an  average  annual  rate  of  1.7% 
of  the  outstanding;  from  1944-65  at  an 
annual  average  rate  of  less  than  0.10%  and 
after  1965  the  annual  default  rate  is  gradu- 
ally rising  towards  pre- 1943  level  (See 
Smith,  Barney,  Harris,  Upham  &  Co.  Cor- 
porate Bond  Research:  Special  Report 
dated  April  26,  1978). 

c.  Present  economic  conditions  including 
higher  interest  rates  and  recent  financial 
troubles  of  major  U.S.  Corporations  lead 
some  to  conclude  corporations  will  and  are 
experiencing  difficulties  in  meeting  debt 
obligations  which  may  pose  difficulties  for 
municipal  '*conduit**  financing. 

d.  The  1984  Annual  Report  of  the  Director  of 
the  Administrative  Office  of  the  U.S. 
Courts  indicates  that  in  fiscal  1984  there 
were  over  20,000  Chapter  ll's  filed.  Bank- 
ruptcy has  been  viewed  by  some  financially 
troubled  corporations  as  a  safe  harbor; 
however,  there  are  seriouis  adverse  effects 
to  financially  troubled  municipalities  insti- 
tuting a  Chapter  9  proceeding. 

0.        Probability  of  Defaults  in  Corporate  and  Municipal  Bonds. 

The  1930's  Experience. 

1.  In  1932  there  were  in  default  1.8%  of  all  municipal 
bonds,  3.5%  of  railroad  bonds,  5.4%  of  public 
utility  bonds,  7.2%  of  industrial  bonds  and  19.4% 
of  all  foreign  bonds;  thereafter  in  the  1930*s  the 
respective  percentages  increased.  The  average 
default  rate  for  municipal  bonds  in  the  1930*s  was 
approximately  10%. 

2.  Defaults  are  a  function  of  not  only  the  then  econo- 
mic condition  but  also  the  compentence  and  hon- 
esty of  the  management  of  obligor  and  the  nega- 
tive trends  in  the  related  industry. 

C.        Analysis  of  Defaults  Reveal  Necessary  Changes. 

1.  It  was  the  defaults  in  the  latter  half  of  the  1800's 
and  early  1900*s  which  brought  about  the  proce- 
dures, documents  and  structuring  of  municipal 
financing  which  are  now  talcen  for  granted.  An 
analysis   of   pcesent   defaults   and   the   problems 
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related  to  defaulted  bond  issues  will  lead  to  the 
necessary  required  changes  and  safeguards. 

2.  The  analysis  of  past  defaults  has  revealed  and 
caused  necessary  changes  in  the  documentation  for 
municipal  and  corporate  financing,  including: 

a*  Debt  limitations --on  municipal  issues  to 
prevent  excessive  borrowing  caused  by 
speculative  growth  in  real  estate  value* 
tions.  "^^^ 

b.  Clearly  defined  bondholders  rights  in  the 
event  of  default  supported  by  statutory  and 
case  laws. 

c.  The  use  of  bond  counsel  to  determine  the 
legality  of  the  bond  issue  before  the  sale  to 
avoid  technical  legal  defects  which  could 
allow  the  issuer  to  repudiate  the  debt. 

d.  The  Trust  Indenture  Act  of  1939  (herein- 
after referred  to  as  **TIA'*)  specifying 
needed  requirements  of  providing  bondhol- 
ders in  certain  issues  with  an  independent 
Indenture  Trustee  to  protect  the  rights  and 
interests  of  the  investing  public.  (However, 
the  TIA  is  not  applicable  to  municipal  bond 
issues). 

e.  Development  of  credit  rating  agencies  as 
well  as  thorough  credit  review  by  invest- 
ment firms  and  many  institutional  inves- 
tors. 

f.  Statutory  restrictions  against  municipal 
issuers  borrowing  for  chronic  deficits. 

See  H.R.  No.  1016,  76th  Congress  (1939);  Section 
302  of  the  TIA;  Feldstein,  The  Daily  Bond  Buyer, 
May  12,  1980,  pp.  3  and  12. 

D.        PnamU  Uae  of  Municipal   Bond  Financing  cond  Future 
Needs  Require  ModLficaUon  of  the  Bankruptcy  Code. 

1.  According  to  recently  released  statistics,  during 
the  first  quarter  of  1985,  the  new  issue  volume  of 
long-term  municipal  securities  reached  $21.9 
billion  and  the  short-term  volume  was  $2  billion. 
Revenue  Bond  financing  has  constituted  a  signifi- 
cant part  of  this  municipal  financing  since  it  is  an 
effective  means  of  providing  financing  of  a  neces- 
sary improvement  without  obligating  the  general 
tax  dollar  of  a  municipality. 


416 


2.  The  United  States  contains  the  most  extensive  and 
sophisticated  public  work  system  in  the  world 
including  3,866»000  miles  of  Roadways,  565,000 
Bridges,  1,000  Public  Mass  Transit  Systems,  16,000 
Airports,  25,000  miles  of  inland  and  intra  coastal 
Waterways,  70,000  Dams,  900,000  miles  of  pipe  in 
Water  Supply  Systems  and  15,000  Waste  Water 
Treatment  Plants. 

3.  Our  ability  to  supply  jobs  in  needed  metropolitan 
areas  and  our  ability  to  encourage  business  growth 
in  metropolitan  areas  will  require  construction  of 
new  public  work  systems  and  the  continued  main* 
tenance  and  operation  of  our  present  public  works 
and  infrastructures.  The  Congressional  Budget 
Office  estimates  that  the  cost  of  meeting,  on  a 
nation-wide  basis,  infrastructure  needs  will  be  $1.1 
trillion  over  the  next  20  years.  Only  half  of  the 
cost  is  likely  to  be  provided  by  the  federal  govern- 
ment. More  dramatic  estimates  of  the  infrastruc- 
ture costs  reach  almost  $3  trillion.  Significant 
increases  in  infrastructure  spending  at  both  the 
federal  and  state  and  local  levels  are  not  only 
inevitable  but  necessary.  Given  the  condition  of 
our  present  infrastructure  and  our  needs  for  con- 
tinued business  growth  and  increase  tn  jobs,  there 
will  be  an  increasing  demand  on  the  Municipal 
Bond  Market  to  finance  these  infrastructure 
improvements  over  the  next  20  years. 

4.  Financial  markets  are  not  static.  If  there  are 
uncertainties  faced  by  Municipal  Bond  Investors  in 
purchasing  Municipal  Bonds  due  to  the  interpreta- 
tion of  the  present  Bankruptcy  Code  then  the  Mar- 
ket will  begin  to  question  the  advisability  of  such 
investment.  As  a  result,  the  Maket  may  either 
demonstrate  greater  selectivity  in  the  obligations 
purchased  or  increase  the  cost  of  borrowing,  both 
of  which  would  most  drastically  affect  those  who 
most  need  financing. 

E.         Present  FinancUd  Condition  of  Mimictpaltties  and  the 
Possible  Increased  Use  of  Bankruptcy. 

1.  It  must  be  recognized  that  the  economic  downturn 
over  the  last  few  years  has  had  an  adverse  affect 
on  municipal  budgets  and  the  ability  to  fund  the 
needed  infrastructure  improvements  referred  to 
above.  Further,  over  the  last  20  years  municipali- 
ties and  metropolitan  areas  have  faced  a  number 
of  factors  which  tend  to  make  it  more  difficult  for 
certain  municipalities  to  be  able  to  meet  munici- 
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pal  obligations  as  they  become  due.  These  factors 
include  the  following: 


a.  Movement  in  both  population  and  manufac- 
turing capabilities  from  the  snowbelt  to  the 
sunbelt.  (This  is  due  not  only  to  climate  but 
also  to  the  perception  of  individuals  and 
corporations  that  there  are  higher  tax 
levies  in  certain  states). 

b.  The  decline  of  urban  areas  and  present  need 
in  the  1980*s  for  major  capital  improve- 
ments and  repairs  in  many  metropolitan 
areas. 

c.  Increased  percentage  of  municipal  budgets 
devoted  to  the  cost  of  personnel  and  per- 
sonnel related  expenses  which  for  the  most 
part  have  been  tied  to  cost  of  living 
increases  which  have  increased  at  a  higher 
percentage  than  tax  revenues. 

d.  The  growing  unrest  among  taxpayers  in  the 
face  of  increasing  taxation  without  com- 
mensurate increases  of  benefits.  "Proposi- 
tion 13"  mentality  is  just  the  beginning  of 
the  manifestation  which  should  continue 
during  the  1980's. 

e.  Adverse  effects  of  inflation  which  have 
significantly  increased  the  cost  of  mainten- 
ance, repair  and  operation  of  a  municipality 
beyond  what  was  projected  at  the  time  the 
municipal  obligations  were  assumed. 

2.  A  study  prepared  for  the  use  of  the  Subcommittee 
On  Economic  Goals  and  Intergovernmental  Policies 
of  the  Joint  Economic  Committee  of  the  Congress 
of  the  United  States  captioned  "Trends  in  Fiscal 
Conditions  of  Cities  1981-1983"  -  (S.  Prt  98-119, 
U.S.  Printing  Office  1983)  has  outlined  the  signifi- 
cant difficulties  presently  facing  all  cities  (small, 
medium,  large  and  largest).  The  study  surveyed 
559  municipalities  of  which  321  responded  and 
categorized  the  cities  according  to  the  following 
scale  of  sizes: 
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Population 

1.  Small  (10»000-49,000-9999) 

2.  Medium  (50,000-99,999) 

3.  Larsre  (100,000-249,999) 

4.  Larsrest  (250,000  and  over) 

3.  The  study  indicated  that  43%  of  the  respondents 
reported  current  deficits  in  1982  as  compared  to 
38%  the  year  earlier.  The  deficits  in  proportion  to 
expenditures  generally  increased  while  the  ratio  of 
the  surplus  to  expenditures  declined.  The  number 
of  cities  projecting  deficits  for  1983  was  signifi- 
cantly higher  than  the  number  that  were  actually 
experiencing  deficits  in  1982.  The  largest  propor- 
tion of  cities  experiencing  operating  deficits  is  in 
medium  cities  (47%  of  these  cities  reported  opera- 
ting deficits  in  1982).  These  are  just  the  munici- 
palities which  will  need  financing  and  are  least 
likely  to  have  others  come  to  their  aid.  In  1982, 
the  increase  in  expenditures  for  all  cities  (8.0%) 
exceeded  the  average  increase  in  revenues  (6.9%) 
as  well  as  the  rate  of  inflation  (7.1%). 


IL         THE  HISTORICAL  ROOTS  OF  BANKRUPTCY  (CHAPTERS  9 
AND  11). 

A.  Btmlavfitcy  as  a  Mechousm  of  D^t  Adlustment  in  Greefc, 
Roman  and  Engliah.  Common  Law. 

1.  Principles  of  Greek  Law  regarding  municipal 
receiverships  and  Roman  Law  regarding  discharge 
of  debt  and  prompt  and  equitable  liquidation  of 
assets. 

2.  Rigid  rules  of  English  Law  in  1700  and  1800's. 

B.  Constitutional  Power  of  Congrass  to  Enact  Baikru^cy 
Legislatian. 

1.  The  Grant  of  Power  to  Congress: 

"Congress  shall  have  Power...to  establish...uniform 
Laws  on  the  subject  of  Bankruptcies  throughout 
the  United  States...**  U.S.  Const.,  Article  I,  S8, 
Clause  4. 

2.  First  National  Bankruptcy  Act  enacted  in  1800. 

3.  Bankruptcy  Act  of  1898. 
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4.  Bankruptcy  Act  of  1934  was  enacted  in  an  attempt 
to  protect  municipalities  and  corporations  from  a 
long  series  of  acrimonious  lawsuits  injurious  to  the 
entity  and  unproductive  in  furnishing  funds  to  pay 
off  the  creditors. 

5.  Establishment  of  Federal  Courts  to  administer 
Bankruptcy  Law.  (The  Bankruptcy  Reform  Act  of 
1978  established  a  separate  and  distinct  Court 
whereby  the  judges  would  be  appointed  similar  to 
federal  district  court  judges).  However,  under 
Northern  Pipeline  Construction  Co.  v.  Marathon 
Pipe  Line  Company,  458  U.S.  50  (1982)  Bankruptcy 
Court  Jurisdiction  was  limited. 

6.  Bankruptcy  Amendments  and  Federal  Judgeship 
Act  of  1984. 

C.        Canstitutianal  RBStrictiona  an  JUkmlcfpoI  Btrnkruptcy  Law, 

1.  In  Ashton  v.  Cameron  County  Water  Improvement 
District  No.  1,  298  U.S.  513  (1936),  the  Supreme 
Court  held  that  the  recently  enacted  Bankruptcy 
Law  regarding  municipalities  (Section  78-80)  was 
unconstitutional  in  that  it  infringed  upon  the 
sovereign  powers  of  the  States  (Tenth  Amendment) 
in  allowing  involuntary  bankruptcy  petition  and 
interference  with  fiscal  and  governmental  affairs 
of  a  political  subdivision.  At  the  time  when  the 
Municipal  Bankruptcy  Act  of  1934  was  declared 
unconstitutional  there  were  89  cases  pending. 

2.  In  response  to  Ashton,  Congress  enacted  Section 
81-84  Ch.  857,  50  Stat.  653  (August  16,  1937)  of 
the  Bankruptcy  Act  permitting  municipal  debt 
adjustments.  Sections  81-84  provides  in  part  for: 

a.  No  interference  with  fiscal  or  governmental 
affairs  of  political  subdivisions; 

b.  Limiting  the  protection  of  Bankruptcy  to 
the  taxing  agency  itself; 

c.  No  involuntary  proceedings; 

d.  No  judicial  control  or  jurisdiction  over  the 
property  and  those  revenues  of  the  petition- 
ing agency  necessary  for  essential  govern- 
mental purpose; 

e.  No  relief  for  states  in  order  to  avoid 
impairing  of  contract  obligations  by  states 
which  is  constitutionally  prohibited. 
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Sections  81-84  of  the  Bankruptcy  Act  were  held  by 
the  U.S.  Supreme  Court  to  be  constitutional  in 
United  States  v.  Bekins,  304  U.S.  27  (1938). 

3.  The  Municipal  Bankruptcy  Act  was  amended  in 
1946  to  repeal  the  expiration  date  provided  in  the 
law  (Section  84),  to  make  Chapter  IX  a  permanent 
part  of  the  Bankruptcy  Act  and  to  amend  Sections 
81,  82  and  83  as  follows: 

a.  Extend  the  benefits  of  Chapter  IX  of  the 
Bankruptcy  Act  to  securities  issued  by  ''in- 
corporated authorities,  commissions  or 
other  similar  public  agencies  organized  for 
the  purpose  of  constructing,  maintaining  or 
operating  revenue-producing  enterprises". 

b.  Provide  for  references  of  special  issues  of 
fact  to  a  referee  in  bankruptcy  or  special 
master  for  a  report  and  finding  of  specific 
facts. 

c.  Provide  for  a  preliminary  stay  of  proceed- 
ings against  a  municipal  agency  upon  the 
filing  of  a  proceeding  undd  Chapter  IX  for 
a  composition  of  its  indebtedness. 

d.  Strengthening  the  effectiveness  and  worka- 
bility of  Chapter  IX  by  means  of  certain 
procedural  changes. 

See  Report  of  the  House  Committee  on  the  Judi- 
ciary on  H.R.  6682  amending  Sections  81-84  of  the 
Bankruptcy  Act,  H.R.  Rep.  No.  2246,  79th  Con- 
gress, 2nd  Session  (1946). 

O.  JUkmictpoI  D^)t  Adjustment  (Chapter  9  Under  the  Bank- 
ruptcy Reform  Act  of  1978)  and  Alternatives  to  Munici- 
pal Btmkruptcy. 

1.  A  Chapter  9  proceeding  is  a  mechanism  for  muni- 
cipalities through  a  Court  supervised  proceeding  to 
attempt  to  settle  disputes  between  the  Debtor 
municipality  and  a  majority  of  its  creditors.  One 
of  the  stated  purposes  of  the  Bankruptcy  Reform 
Act  of  1978  was  to  provide  a  "workable  procedure 
so  that  a  municipality  of  any  size  that  has  encoun- 
tered financial  difficulty  may  work  with  its  credi- 
tors to  adjust  its  debts".  1978  U.S.  Code  Admin- 
istrative News  6221. 
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2.  A  Chapter  9  proceeding  is  a  means  of  debt  adjust- 
ment not  elimination  of  debts.  Generally,  Munici- 
pal Debt  Adjustment  has  meant  that  Bondholders 
have  been  paid  principal  and  interest  but  over  a 
larger  period  of  time.  There  generally  has  not 
been  a  drastic  reduction  or  forgiveness  of  principal 
amount  of  the  Bonds. 

3.  Numerous  states  have  statutes  which  provide  for  a 
State  Receiver  or  State  Agency  to  act  as  a 
receiver  when  a  local  government  unit  defaults  on 
its  financial  obligations.  Some  states  have  sta- 
tutes granting  State  Courts  varying  degress  of 
responsibilities  over  any  municipal  unit  that  exper- 
iences a  financial  collapse.  Some  States  have  no 
specific  statutory  mechanism  for  State  responsi- 
bility if  a  municipality  or  municipal  unit  cannot 
meet  its  financial  obligations. 

4.  In  some  states,  taxpayers  or  Bondholders  may  seek 
the  revocation  of  the  municipal  charter  and 
request  that  the  State  Court  supervise  liquidation 
of  the  municipal  assets. 


Hr.        ANALYSIS  OF  CHAPTERS  7,  9  AND  11  OF  THE  BANKRUPTCY 
REFORM  ACT  OF  1978. 

In  response  to  the  difficulties  which  corporations  and  munici- 
palities were  experiencing  in  the  1960*s  and  early  1970's  and  the 
inability  of  the  Banlcruptcy  Act  to  meet  all  of  the  expected 
needs  of  corporate  debtors  and  municipal  bodies  in  obtaining  an 
effective  reorganization  of  corporate  debt  or  adjustment  of 
municipal  debt.  Congress,  as  part  of  the  Banlcruptcy  Reform  Act 
of  1978  (the  Banlcruptcy  Code),  has  specifically  amended  and 
modified  Chapters  VII,  IX  and  XI  and  created  new  Chapters  7,  9 
and  11  to  deal  with  municipal  debt  adjustments,  corporate 
reorganization  and  Bankruptcy  liquidation.  Since  the  party 
ultimately  responsible  for  payment  of  the  Bonds  in  a  "conduit 
municipal  financing**  is  a  private  corporation,  this  analysis  will 
include  an  analysis  of  Chapters  7  and  11  of  the  Bankruptcy  Code 
which  relate  to  private  corporations.  All  citations,  unless 
otherwise  indicated,  are  to  the  Bankruptcy  Code,  11  U.S.C.  SlOl 
et  seq. 

A«  Municif  jI  Debt  Adjustment  (Chapter  9)  and  Corporate  or 
/hdividual  Business  Reorganization  (Chapter  11)  or  Busi- 
ness Uquidation  (Chapter  7)  imd  the  Effect  of  Such  on 
Bondholder  Ri^ts  and  Remedies, 
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2.         bttUatian  of  Chapter  7,  9  and  11  Proceedings. 

a.         Chapter  9  Filing  by  a  Municipality. 

(1)  Only  a  municipality  may  be  a  debtor 
under  Chapter  9  [Sl09(C)(l)]  and  only 
a  municipality  may  file  a  petition 
under  Chapter  9  (§301).  Creditors  of 
a  municipality  cannot  institute 
involuntary  proceedings.  [See  SS303 
and  901(a)]. 

(2)  Chapter  9  is  the  exclusive  chapter 
under  which  municipalities  can  file. 
Chapter  7  and  11  are  not  available 
because  municipalities  are  not  '*deb- 
tors**  under  such  chapters.  (See  S3 01 
which  provides  that  a  petition  may 
be  filed  under  a  particular  chapter 
only  by  a  person  or  entity  which 
qualifies  as  a  **debtor'*  under  such 
chapter;  SSl09(b)  and  109(d)  which 
provide  that  only  **persons**  may  be 
debtors  under  Chapters  7  and  11;  and 
S101(30)  which  defines  ''person**  to 
include  and  individual,  a  partnership 
or  a  corporation,  but  not  a  govern- 
mental unit.) 

(3)  A  municipality  is  a  **political  subdivi- 
sion or  public  agency  or  instrumen- 
tality of  a  state".  [S901(29)]. 

(4)  Before  the  municipality  is  able  to 
institute  a  proceeding  under  Chapter 
9  of  the  Banlcruptcy  Code,  it  must  be 
generally  authorized  to  be  a  debtor 
under  such  Chapter  by  state  law  or 
by  a  governmental  officer  or  organi- 
zation empowered  by  state  law  to 
authorize  such  entity  to  be  a  debtor 
under  such  Chapter.  [Sl09(c)(2)]. 

(5)  In  order  to  be  eligible  to  institute  a 
proceeding  under  Chapter  9  a  muni- 
cipality must  be  able  to  demonstrate 
that: 

(a)  It  is  insolvent  or  unable  to 
meet  such  entity's  debt  as  the 
debts  mature  and  desires  to 
perfect  a  plan  to  adjust  such 
debts.  (Sl09(c)(3)  and  (4)] 
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(b)        One    of    the    following    has 
occurred: 

(i)  The    municipality    has 

obtained  the  agree- 
ment of  creditors 
holding  at  least  a 
majority  in  the  amount 
of  claims  of  each  class 
that  such  entity 
intends  to  impair  under 
a  plan  in  a  case  under 
such  Chapter; 

(ii)  The    municipality    has 

negotiated  in  good 
faith  with  creditors 
and  has  failed  to  obtain 
the  agreement  of 
creditors  holding  at 
least  a  majority  in  the 
amount  of  claims  of 
each  class  that  such 
entity  intends  to 
impair  under  a  plan  in 
a  case  under  such 
Chapter; 

(iii)  The      municipality     is 

unable  to  negotiate 
with  creditors  because 
such  negotiations  are 
impractical; 

(iv)  The    municipality  rea- 

sonably believes  that  a 
creditor  may  attempt 
to  obtain  a  prefer- 
ence.  [Si 09(c)(5)];  or 


(v)  With  regard  to  an  unin- 

corporated tax  or  spec- 
ial assessment  district 
which  does  not  have  its 
own  officials  an  action 
is  commenced  under 
Chapter  9  by  filing  a 
petition  under  that 
Chapter  by  such  dis- 
trict's governing 
authority   or  board  or 
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body  which  has  the 
authority  to  levy  taxes 
or  assessments  to  meet 
the  obligations  of  such 
district.   [See  S92 1(a)]; 

(vi)  Home  rule  power  gran- 

ted to  a  municipal  body 
may  be  sufficient  auth- 
orization to  be  eligible 
to  institute  a  Chapter 
9  proceeding  even 
though  there  is  no 
expressed  power  statu- 
torily to  file  a  bank- 
ruptcy petition.  See  In 
re  Pleasant  View  Util- 
ity District  of 

Cheatham County, 

Texas,  24  B.R.  632 
(M.D.  Tenn.  1982) 
("Power  of  municipal- 
ity to  sue  and  be  sued'* 
held  sufficient  to 
authorize  municipality 
to  file].  But  see  un- 
published opinion  in  In 
re  North  and  South 
Shenango  Joint  Munici- 
pal Authority.  (W.D. 
Pa.  1981). 

(vii)  A  number  of  State  Sta- 

tutes are  silent  on  the 
issue  of  whether  local 
govern  metal  bodies  are 
authorized  to  file 
under  Chapter  9. 
However,  some  states 
have  specifically 

prohibited  municipali- 
ties from  filing  under 
the  Federal  Bankruptcy 
Code.  [See,      e.g. 

S36-80-5  of  Official 
Code  of  the  State  of 
Georgia]. 

b.  Filing  Under  Chapter  7  (Liquidation)  or  11 

(Reorganization). 

(1)        A  Chapter  7  or  11  proceeding  may  be 
instituted  by  the  Debtor  (voluntary) 
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or  by  a  holder  of  a  claim  (involun- 
tary) provided  no  involuntary  peti- 
tion may  be  filed  against  a  farmer  or 
a  corporation  that  is  not  a  moneyed, 
business  or  commercial  corporation 
(not  for  profit  corporation).  [See 
SS301  and  303] 

(2)  Creditors  may  institute  a  Chapter  7 
or  11  involuntary  proceeding  under 
Section  303.  Three  creditors  holding 
claims  against  debtor,  not  contingent 
as  to  liability,  in  the  aggregate  value 
in  excess  of  $5,000,  may  file  a  peti- 
tion if  debtor  against  whom  order  of 
relief  is  sought  is  a  person  or  entity 
entitled  to  benefits  under  Chapter  7 
or  11. 

c.         Dismissal  of  Petition. 

(1)  If  it  can  be  shown  to  the  Banlcruptcy 
Court  that  a  petition  was  filed  by  a 
municipality  not  in  good  faith  or  not 
meeting  the  requirements  of  Chapter 
9,  the  petition  may  be  dismissed. 
[S921(c)] 

(2)  If  a  debtor  in  Chapter  11  proceedings 
continues  a  loss  or  diminution  of  the 
estate  with  an  absence  of  a  rea- 
sonable lilcelihood  of  rehabilitation 
or  if  a  debtor  is  unable  to  effectuate 
a  plan  or  delays  unreasonably  in 
formulating  a  plan,  a  Chapter  11 
proceeding  may  be  dismissed.  Gen- 
erally, the  Court  may  dismiss  or  con- 
vert to  a  case  under  Chapter  7 
(liquidation)  for  any  grounds  which 
are  in  the  best  interest  of  the  credi- 
tors and  the  estate.  [Si  112(c)] 

2.         Limitation  on  Jurisdiction  and  Powers  of  the  Bank- 
ruptcy Court  (Federal  (md  State  Relationship). 

a.  Given  the  prohibitions  placed  upon  Congress 
by  the  U.S.  Constitution,  Chapter  9  does 
not  grant  the  Bankruptcy  Court  the  power 
to  interfere  with  governmental  affairs  of 
the  municipal  body.  [See  Ashton  v. 
Cameron  County  Water  Improvement  Dis- 
trict Wo.  1,  298  U.S.  513  (1936)  and  United 
States  V.  Bekins,  304  U.S.  27  (1938)]. 
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b.  Section  904  of  the  Bankruptcy  Code  specifi- 
cally provides  that  the  Court  may  not, 
unless  the  municipality  consents  or  its  plan 
so  provides,  interfere  with: 

(1)  Any      governmental      or      political 
powers  of  the  municipality; 

(2)  Any  property  or  revenues  of  a  muni- 
cipality; 

(3)  The  municipality's  use  or  enjoyment 
of  any  income  producing  property. 

c.  In  a  recent  decision,  the  U.S.  Supreme 
Court  held  that  the  broad  grant  of  jurisdic- 
tion to  banlcruptcy  judges  contained  in  the 
Banlcruptcy  Reform  Act  of  1978  violates 
Article  III  of  the  U.S.  Constitution  which 
provides  that  the  judicial  power  of  the 
United  States  must  be  exercised  by  judges 
who  have  the  attributes  of  life  tenure  and 
protection  against  salary  diminution. 
Northern  Pipeline  Construction  Co.  v. 
Marathon  Pipeline  Co.,  458  U.S.  50  (1982). 
Congress  adopted  the  Bankruptcy  Amend- 
ments and  Federal  Judgeship  Act,  which 
was  signed  into  law  on  July  10,  1984,  in 
response  to  the  Northern  Pipeline  case.  In 
the  recent  bill,  which  is  discussed  in  detail 
in  Section  III  below,  Congress  did  not  create 
Article  III  bankruptcy  courts.  Rather, 
Congress  legislated  that  bankruptcy  judges 
shall  constitute  an  arm  of  the  federal 
district  courts  to  be  known  as  the  bank- 
ruptcy court.  The  Bankruptcy  Judges,  who 
may  hear  certain  types  of  matters  which 
are  referred  to  them  are  appointed  by  the 
Courts  of  Appeals.  Certain  provisions  of 
this  new  bill  have  been  upheld  in  In  re 
Benny,  12  B.C.D.  (N.D.  Cal.  1984);  see  also 
Wasatch  Factoring,  Inc.,  Misc.  No.  B-0015W 
(D.  Utah,  Nov.  26,  1984  (oral  opinion);  In  re 
Tom  Carter  Enterprises,  Br.  No. 
SA-83-05401  R.P.  and  No.  SA-84-0624  R.P. 
Slip.  Op.  Cal.,  Dec.  7,  1984). 

3.         The  Automatic  Stay. 

a.  The  filing  of  a  petition  under  Chapter  9  or 
11  operates  as  an  automatic  stay  of  any 
action  to  collect  a  debt  from  debtor,  create 


427 


16 

a  lien  on  debtor's  property,  or  take  posses- 
sion of  debtor's  property.  [SS362(aKl)  and 
922(aKl)] 

b.  For  munictpalitiesy  the  automatic  stay  in- 
cludes: (S922) 

(1)  The  commencement  or  continuation, 
including  the  issuance  or  employ- 
ment of  process,  of  judicial,  admin- 
istrative, or  other  proceeding  against 
an  officer  or  inhabitant  of  the  debtor 
that  seelcs  to  enforce  a  claim  against 
the  debtor; 

(2)  The  enforcement  of  a  lien  on  or 
arising  out  of  taxes  or  assessments 
owed  to  the  debtor. 

c.  For  debtors  in  a  Chapter  11  proceeding,  the 
automatic  stay  includes:  [S362(a)] 

(1)  The  commencement  or  continuation, 
including  the  issuance  or  employ- 
ment of  process,  of  a  judicial,  ad- 
ministrative, or  other  proceeding 
against  the  Debtor...or  to  recover  a 
claim  against  the  debtor  that  arose 
before    the   commencement  of   the 


(S)  The  enforcement,  against  the  debtor 
or  against  the  property  of  the  estate, 
of  a  judgment  before  the  commence- 
ment of  the  case; 

(3)  Any  act  to  create,  perfect  or  en- 
force any  lien  against  property  of 


(4)  Any  act  to  collect,  assess  or  recover 
a  claim  against  the  debtor,  or  to  set 
off  any  debt  owing  to  debtor  that 
arose  before  the  commencement  of 
the  ease;  and 


(S)        Any  act  to  obtain  possession  of  pro- 
perty of  the  estate. 
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d.  Special   Treatment    in   Railroad   Reorgani- 
zations. 

There  is  an  exception  to  the  automatic  stay 
for  liens  on  rolling  stock  equipment  in  a 
"Railroad  Reorganization'*.  [SII68]  How- 
ever, the  word  "railroad**  may  be  argued  to 
be  defined  broadly  so  that  it  may  include  a 
public  body  acting  as  a  '*eommon  carrier**  or 
as  lessor  of  the  tracks  [See  Sl01(33)]. 
Section  1168  is  not  made  applicable  to  the 
municipal  bankruptcies  under  §90 1(a). 

e.  Termination  or  Modification  of  Stay. 

(1)  A  creditor  may  petition  the  court  for 
relief  from  the  automatic  stay  and 
after  notice  and  hearing  the  court 
may  either  continue,  modify,  condi- 
tion, or  terminate  the  stay.  (S362(d) 
and  (e)] 

(2)  The  court  shall  grant  relief  from  the 
stay: 

(a)  for  cause,  including  lack  of 
adequate  protection  of  an 
interest  in  property  of  the 
plaintiff,  or 

(b)  with  respect  to  a  stay  of  an 
act  against  property. 

(i)  debtor  does  not  have 
an  equity  in  the  prop- 
erty, and 

(ii)  the    property    is     not 

necessary  to  an  effec- 
tive reorganization. 
[S362(d)(l)] 

(3)  Stay  terminates  30  days  after  credi- 
tor files  complaint  seeking  relief 
from  stay  unless  court  orders  stay 
continued  in  effect  pending  a  final 
hearing  and  a  determination  under 
S362(d). 

(4)  For  Cause,  Including  Lack  of  Ade- 
quate Protection.  Adequate  protec- 
tion is  not  defined  in  the  Code  but 
examples  are  given  in  Section  361: 
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cash  payments  as  necessary  to  com- 
pensate for  any  decrease  in  value; 
giving  additional  or  replacement  Hen 
to  compensate  for  a  decrease  in 
value;  or  any  other  means  which  will 
result  in  the  realization  of  the 
indubitable  equivalent  of  the  cre- 
ditor's interest  in  such  property. 

(a)  Adequate  Protection— means 
cash  compensation  for  a  de- 
crease In  value  of  an  interest 
in  property  by  means  of  cash 
payments  or  substitution  of 
another  lien  or  other  means 
which  will  result  in  the  indu- 
bitable equivalent.  (S361  of 
the  Bankruptcy  Code)  To  the 
extent  adequate  protection  of 
the  interest  of  the  holder  of  a 
claim  proves  to  be  inadequate 
then  the  creditor's  claim  may 
be  given  a  priority  over  every 
other  allowed  unsecured,  gen- 
eral claim  as  an  administra- 
tive expense  entitled  to 
distribution  under  S507(a)  of 
the  Bankruptcy  Code.  How- 
ever, under  S901(a)  of  the 
Bankruptcy  Code,  S507(b) 
does  not  apply  to  Chapter  9. 
Section  507(b)  is  the  Section 
which  would  grant  in  corpor- 
ate debt  bankruptcy  (conduit 
municipal  financing)  a  super- 
priority  claim  as  a  superior 
administrative  expense. 

(b)  Protection  of  the  Interest  in 
Property,  not  the  Underlying 
Debt.  The  requirement  of 
adequate  protection  seeks  to 
ensure  that  while  a  creditor's 
remedies  may  be  suspended  or 
abrogated,  the  value  of  its 
secured  position  as  it  existed 
at  the  commencement  of  the 
case  is  to  be  protected 
throughout  the  case.  The 
interest  to  be  protected  by 
S362(d)(l)  is  the  creditor's 
interest  in  the  property, 
which    is    measured    by    the 
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value  of  the  lien,  not  by  the 
amount  of  the  debt.  In  re 
Alyucan  Interstate  Corp.,  12 
B.R.  803  (D.  Utah  1981). 
Hence,  protection  extends 
only  to  a  creditor's  "allowed 
secured  claim**  and  not  to  any 
unsecured  part  of  a  claim.  In 
re  BBT,  11  B.R.  224  (D.  Nev. 
1981);  In  re  Nixon  Machinery 
Co.,  9  B.R.  316  (E.D.  Tenn. 
1981). 

(c)  Valuation.  Courts  have  foe* 
used  on  valuation  of  the 
property  not  only  because  the 
interest  to  be  protected  is  the 
value  of  the  lien  on  such  prop- 
erty but  also  because  this 
result  is  implicit  in  S361*s 
first  two  examples  of  adequ- 
ate protection.  Subsection  (1) 
provides  for  periodic  cash 
payments  to  the  creditor 
while  subsection  (2)  provides 
for  additional  or  replacement 
liens  **...to  the  extent  that  the 
stay...results  in  a  decrease  in 
the  value...**  of  the  creditor's 
interest  in  the  property.  In 
placing  a  value  upon  real 
property,  some  Bankruptcy 
Courts  have  considered  the 
highest  and  best  use  of  such 
property.  This  results,  for 
example,  in  evaluating  the 
property  as  a  residential 
subdivision  rather  than  raw 
land.  The  court  used  the  **de- 
velopmental**  or  **land  resi- 
dual** approach  under  which 
the  sales  value  of  the  lots  less 
costs  of  development  and 
sales  as  well  as  a  reasonable 
profit  determined  the  actual 
value  of  the  land  in  its  pre- 
sent»  undeveloped  state.  In  re 
San  Clemente  Estates,  5  B.R. 
605  (S.D.Cal.  1980).  But  com- 
pare In  re  El  Patio,  Ltd.,  6 
B.R.  518  (D.C.Cal.  1980)  in 
which  the  Bankruptcy  Court 
refused  to  evaluate  the  real 
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estate  in  question  as  condo- 
miniums, but  rather  as  apart- 
ments since  the  debtor's  right 
to  convert  to  condominiums 
had  not  yet  been  established 
as  a  result  of  a  legal  dispute 
with  the  Santa  Monica  Per- 
manent Rent  Control  Board. 

(d)  Equity  Cushion.  A  sufficient 
**equity  cushion**  existing  be- 
tween the  amount  of  the  in- 
debtedness owed  and  the 
value  of  the  property  securing 
such  indebtedness  may,  with- 
out more,  provide  the  creditor 
adequate  protection  against 
decrease  in  value  during  the 
automatic  stay.  In  re  San 
Clemente,  supra;  In  re  Gas- 
light Village  Inc.,  8  B.R.  866 
(D.Conn.  1981);  In  re  Rogers 
Development  Corp.,  2  B.R. 
679  (E.D.Va.  1980),  In  re 
Pitts,  2  B.R.  476  (C.D.Cal. 
1979);  In  re  Nixon  Machinery 
Company,  supra;  In  re  Orlando 
Coals,  Inc.,  6  B.R.  721 
(W.D.Va.  1981).  Some  courts 
have  talcen  into  account  the 
costs  of  foreclosure  and  sale 
in  arriving  at  the  amount  of 
the  equity  cushion.  In  re 
Pitts,  supra;  In  re  Bailey,  11 
B.R.  181  (E.D.Va.  1981). 
Where  an  insufficient  equity 
cushion  or  none  at  all  exists, 
and  the  debtor  has  provided 
no  other  means  of  adequate 
protection,  the  request  for 
relief  from  the  stay  will  be 
granted.  See  In  re  Santoro,  12 
B.R.  36  (S.D.  Fla.  1981);  In  re 
Sundale,  11  B.R.  978  (S.D. 
Fla.  1981);  In  re  Bailey,  supra; 
In  re  Thomas  Parker  Enter- 
prises, Inc.,  10  B.R.  783 
(D.Conn.  1981);  In  re  Tucker, 
5  B.R.  180  (S.D.N.Y.  1980). 
Courts  have  been  reluctant  to 
set  standards  or  a  rule  of 
thumb  as  to  just  what  consti- 
tutes   a    "sufficient'*    equity 
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cushion,  instead  applying 
equitable  considerations  to 
the  facts  and  circumstances 
of  each  cash.  In  re  San 
Clemente,  supra«  In  the  case 
of  conduit  municipal  financing 
where  the  Bondholders  have  a 
mortgaged  interest  in  real 
estate  as  collateral  for  Bond 
payments  the  equity  cushion 
may  be  demanded  by  the 
Bondholders.  See  In  the 
Matter  of  Lake  Tahoe  Land 
Co.,  5  B.R.  34  (D.Nev.  1980) 
[equity  cushion  of  40-50% 
required];  In  re  Fraine,  9  B.R. 
439  (M.D.  Fla.  1981)  [equity 
cushion  of  12.4%  inadequate]; 
In  re  Tucker,  5  B.R.  180 
(S.D.N.Y.  1980)[equity  cushion 
of  7.4%  inadequate]. 

(e)  No  Decrease  in  Property's 
Value.  Where  there  is  no 
evidence  that  the  value  of  the 
property  is  declining  during 
the  automatic  stay,  this  alone 
may  prevent  relief  from  the 
stay,  even  where  the  equity 
cushion  is  minimal.  In  re  El 
Patio,  supra;  In  re  BBT,  supra; 
In  re  Wolford  Enterprises, 
Inc.,  11  B.R.  571  (S.D.W.  Va. 
1981);  Matter  of  Mulcahy,  5 
B.R.  558  (D.Conn.  1980). 

(f)  Cash  Payments  Approxima- 
ting Depreciation.  Periodic 
cash  payments  to  the  credi- 
tor, as  necessary  to  compen- 
sate for  any  decrease  in  value 
of  the  property  during  the 
stay  have  been  held  to  provide 
adequate  protection,  as 
contemplated  by  S361.  In  re 
Kors,  Inc.,  11  B.R.  324  (D.Vt. 
1981);  In  re  Nixon  Machinery 
Company,  supra;  In  re  5-Leaf 
Clover  Corp.,  6  B.R.  463 
(S.D.W.Va.  1980).  An  order  to 
continue  the  automatic  stay 
can  be  predicated  on  the  mak- 
ing of  such  payments  so  that 
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upon  default  of  any  such  pay- 
ment, the  stay  la  lifted  as  of 
the  date  of  the  default.   In  re 
Kors.  Inc.,  supra.  In  a  Central 
District   of  California  Bank- 
ruptcy Court  case,  the  court 
awarded  2%  per  annum  on  the 
amount  of  the  secured  claim 
as    "equitable    compensation" 
to    the    creditor    during    the 
stay,  which  was  the  equiva- 
lent    of     compensating     the 
creditor   for   depreciation   of 
his  interest  in  the  property. 
In  re  El  Patio,  supra.     In  a 
mortgage   or  lease  financing 
for   Industrial   Revenue   Bond 
Issue       Bondholders       should 
consider       requesting       cost 
payment  of  adequate  protec- 
tion  or   use   and   occupancy. 
[S361  and  506(c)l 

(g)        Payment  of  Monthly  Mortgage 
and  Arrearages.  The  payment 
of    amounts    due    under    the 
mortgage,  trust  deed,  or  other 
contract    plus    a    portion    of 
arrearages     may     constitute 
adequate   protection.      In  re 
Roane,   8   B.R.   997   (E.D.Pa. 
1981);  In  re  Pannell,  12  B.R. 
51  (E.D.Pa.  1981);  in  re  Som- 
brero Reef  Club.  Inc.,  7  B.R. 
480    (S.D.Fla.    1980);    In    re 
Stuart  Motel.  Inc.,  8  B.R.  50 
(S.D.Fla.  1980). 

(h)  Payment  of  Taxes.  Interest, 
Insurance.  Where  value  of  the 
property  will  not  decrease 
during  the  period  of  the  auto- 
matic stay,  adequate  protec- 
tion is  provided  by  payment  of 
taxes  and  insurance.  In  re  El 
Patio,  supra;  In  re  BBT,  supra; 
In  re  Graydon,  8  B.R.  475 
(S.D.na.  1981). 

(i)  Payment  of  Interest  on  Value 
of  CoUateral.  Although  a 
court  held  that  interest  is 
allowed  on   a  secured  claim 
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under  SS06(b)  to  the  extent 
that  the  collateral  has  a  value 
gpreater  than  the  amount  of 
the  claim  and  that  therefore 
interest  is  not  allowed  on 
undersecured  claims»  it  found 
that  the  debtor's  offer  to  pay 
interest  in  the  latter  situation 
constituted  adequate  protec- 
tion. In  re  American  Mariner, 
10  B.R.  711  (C.D.Cal.  1981). 

(j)  Liens  on  Other  Assets*  Ade- 
quate protection  may  consist 
of  providing  additional  secur- 
ity in  the  form  of  liens  on 
other  assets  of  the  debtor. 

(Ic)  Equitable  Considerations.  As 
a  court  of  equity,  the  banlc- 
ruptcy  court  is  required  to 
consider  the  impact  of  the 
automatic  stay  on  the  parties 
and  to  consider  the  **balance 
of  hurt"  in  fashioning  relief. 
In  re  El  Patio,  supra;  In  re  San 
Clemente  Estates,  supra;  In  re 
Presock,  9  B.R.  676  (E.D.Pa. 
1981);  In  re  Britton,  9  B.R. 
245  (E.D.Pa.  1981). 

(1)  "For  Cause**  Other  than  Lack 
of  Adequate  Protection.  It 
has  been  held  that  the  deb- 
tor's lack  of  good  faith  in 
filing  a  case  under  Chapter  11 
is  **cause,**  independent  of  the 
existence  or  lack  of  adequate 
protection,  to  vacate  an 
automatic  stay  where  the 
debtor  was  attempting  to  use 
the  provisions  of  Chapter  11 
to  create  and  organize  a  new 
business,  not  to  reorganize  or 
rehabilitate  an  existing  enter- 
prise. In  re  Victory  Construc- 
tion Co.,  9  B.R.  549  (C.D.Cal. 
1981). 

(m)  **Indubitable  Equivalent.**  No 
case  expressly  depends  on 
S361's  third  alternative  for 
finding    adequate    protection 
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on  the  basis  of  providing  the 
"Indubitable  equivalent**  of 
the  creditor's  interest  in 
secured  property.  Occasion- 
ally courts  have  found  that 
the  creditor  has  or  has  not 
been  provided  the  indubitable 
equivalent  of  his  interest  in 
the  property,  but  have  done  so 
without  elaboration  and  only 
as  an  additional  basis  for 
finding  that  adequate  protec- 
tion has  or  has  not  been 
provided. 

(5)        No   Equity   and   Not   Necessary  for 
Effective  Reorganization. 

The  other  ground  for  relief  from  the 
stay  provided  in  S362(d),  which 
applies  only  to  the  stay  of  an  act 
against  property,  is  lack  of  equity  in 
the  property  accompanied  by  a  lack 
of  need  for  the  property  for  an 
effective  reorganization. 

(a)  Reorganization  Cases.  This 
alternative  is  often  of  little 
practical  value  to  creditors  in 
reorganization  cases  since  in 
most  cases  the  property  will 
be  needed  for  an  effective 
reorganization.  The  refer- 
ence to  an  "effective"  reor- 
ganization requires  relief 
from  the  stay  if  th.ere  is  no 
reasonable  possibility  of  a 
successful  reorganization 
within  a  reasonable  time.  In 
re  Thomas  Parker  Enterprises, 
Inc.,  supra;  In  re  Clark  Tech- 
nical Associates,  Ltd.,  9  B.R. 
738  (D.Conn.  1981);  In  re 
Gilece,  7  B.R.  473  (E.D.Pa. 
1980);  In  re  Stewart,  11  B.R. 
93  (N.D.Ga.  1981);  In  re 
Tucker.  5  B.R.  180  (S.D.N.Y. 
1980). 

(b)  Liquidation  Cases.  The  lack  of 
equity  test  is  most  relevant  in 
liquidation  cases  where  a 
rehabilitation     is    not    being 
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sought  and  where,  if  there  is 
no  equity  to  be  realized  for 
junior  interests,  there  is  no 
reason  to  continue  the  stay. 
See  In  re  Bailey,  11  B.R.  199 
(E.D.Va.  1981). 

4.         Debtor's  Use  of^  Sale,  or  Lease  of  Property  (Sec 
tion  363). 

a.  Section  363  gives  the  debtor  in  possession 
or  the  trustee  the  power  to  use,  sell,  or 
lease  property  of  the  estate  in  the  ordinary 
course  of  business  without  notice  or  hearing 
except  if  such  property  constitutes  "cash 
collateral.**  The  use,  sale,  or  lease  of  cash 
collateral  requires  either  the  consent  of  the 
entity  having  an  interest  therein,  or  court 
authorization.  The  use,  sale  or  lease  of 
estate  property  other  than  in  the  ordinary 
course  of  business  also  requires  consent  or 
court  authorization.  Section  363  does  not 
apply  to  a  Chapter  9  proceeding  but  would 
be  applicable  to  a  private  corporation  in  a 
conduit  municipal  financing. 

b.  Sale  can  be  subject  to  or  free  of  existing 
liens.  Use  may  cause  depreciation  of  the 
collateral.  Where  the  collateral  is  cash,  its 
use  may  be  tantamount  to  consumption 
unless  it  is  used  to  purchase  other  property 
having  equal  value.  What  safeguards  are 
afforded  the  creditor  with  an  interest  in 
such  property? 

(1)  Adequate  Protection.  The  court  must 
condition  or  prohibit  the  debtor's 
use,  sale  or  lease  of  property,  at  the 
request  of  an  entity  with  an  interest 
therein,  as  necessary  to  adequately 
protect  the  requesting  entity. 
[S362(e)]  **Adequate  protection"  has 
the  same  meaning  as  in  hearing  on 
relief  from  automatic  stay.  (See 
S361)  The  most  common  form  of 
adequate  protection  is  for  the  inter- 
est to  attach  to  the  proceeds  of  the 
sale. 

(2)  Cash  Collateral.  The  debtor  has  the 
burden  of  proving  that  his  use  of 
cash  collateral  will  be  such  that  ade- 
quate protection  is  provided  to  the 
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creditor's  interest  in  the  property. 
Section  363(c)(4)  provides  that  the 
debtor  is  required  to  segregate  and 
account  for  any  cash  collateral  in 
the  debtor's  possession. 

(3)  Sales  Free  of  Liens.  Such  sales  can 
occur  only  if  one  of  five  situations 
exists:  Applicable  nonbanlcniptcy 
law  would  permit  a  sale  of  such 
property  free  of  the  interest;  the 
entity  with  the  interest  consents;  the 
interest  is  a  lien  and  the  sales  price 
is  greater  than  the  aggregate  value 
of  the  lien;  the  interest  is  in  bona 
fide  dispute;  or  the  entity  could  be 
compelled  in  a  legal  or  equitable 
proceeding  to  accept  a  money  satis- 
faction of  such  interest. 

(4)  Ipso  Facto  Clauses.  An  attempt  to 
terminate  or  modify  the  debtor's 
interest  in  property  of  the  estate  by 
use  of  ipso  facto  clauses  will  not 
prevent  the  debtor's  use,  sale  or 
lease  of  property  pursuant  to  S363. 
[S363(l)] 

5.         NMc9f  Ust  of  Oedftors  and  Proof  of  Claim. 

a.  Notice  of  Chapter  9  Proceeding.  A  notice 
must  be  given  of  commencement  of  the 
case  under  Chapter  9,  an  order  for  relief 
under  Chapter  9  and  any  dismissal  of  the 
case  under  Chapter  9.  Such  notice  must  be 
published  once  a  weelc  for  three  successive 
weelcs  in  at  least  one  newspaper  of  general 
circulation  published  in  the  district  in  which 
the  case  is  commenced  and  in  such  news- 
papers having  general  circulation  among 
bond  dealers  and  bondholders  as  the  Court 
designates.  (S923]. 

b.  List  of  Creditors.  In  order  to  vote  on  any 
plan  of  adjustment  (Chapter  9)  or  plan  of 
reorganization  (Chapter  11)  and  to  be  coun- 
ted as  a  creditor,  a  party  who  has  a  claim 
against  the  debtor  must  either  file  a  proof 
of  claim  under  S501  or  be  listed  as  a  credi- 
tor in  the  list  of  creditors  filed  by  the 
debtor  under  SS521(1)  and  924.  Pursuant  to 
SS925  and  1111(a)  any  claim  that  appears  in 
a  list  of  creditors  filed  by  the  debtor  in  the 


438 


27 

Chapter  9  or  11  proceedings,  respectively, 
will  be  deemed  to  be  a  filed  proof  of  claim 
under  S501  **exeept  a  claim  that  is  listed  as 
disputed,  contingent  or  unliquidated.** 

^*         €ybtainu^f  Credit  in  a  Chapter  9  or  II  Proceeding. 

a.  Unsecured  Credit.  Unless  the  court  orders 
otherwise,  a  debtor  may  obtain  unsecured 
credit  and  incur  unsecured  debt  in  the 
ordinary  course  of  its  business,  allowable  as 
an  administrative  expense  under  S503(b). 
[S364(a)  and  (b)] 

b.  Secured  Credit.  If  the  debtor  is  unable  to 
obtain  unsecured  credit  allowable  under 
S503(b)(l)  as  an  administrative  expense,  the 
court,  after  notice  and  hearing,  may 
authorize  the  obtaining  of  credit  or  the 
incurring  of  debt: 

(1)  With  priority  over  all  administrative 
expenses  of  the  icind  specified  in 
S503(b)  or  S507(b). 

(2)  Secured  by  a  lien  on  property  of  the 
estate  that  is  not  otherwise  subject 
to  a  lien; 

(3)  Secured  by  a  junior  lien  on  property 
of  the  estate  that  is  subject  to  a 
lien;  or 

(4)  Obtain  credit  secured  by  a  lien  equal 
to  or  senior  to  that  of  a  prior  lien  on 
the  property  of  the  estate  under 
certain  circumstances.  [SS3 64(a), 
(b),  (c)  and  (d)l. 

7.         Asaumfftionf  Rejection^  or  Assignment  of  Execu- 
tory Contracts  and  Unexpired  Leases, 

a.  Assumption  or  Rejection  The  municipality 
or  corporate  debtor  subject  to  Court  appro- 
val may  assume  or  reject  an  executory 
contract  or  unexpired  lease  of  the  respec- 
tive municipality  or  corporate  debtor 
subject  to  certain  specific  provisions  of  the 
Banlcruptcy  Code  (S3  6  5  of  the  Banlcruptcy 
Code).  As  set  forth  below,  provisions 
regarding  the  rejection  of  corporate  collec- 
tive bargaining  agreements  are  contained  in 
the  recent  amendments  to  the  Banlcruptcy 
Code. 
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b.  Defining  Executory  Contracts,  The  Code 
does  not  define  "executory  contract.** 
Legislative  history  (H.R.Rep.  95-595,  95th 
Cong.,  1st  Sess.  347  (1977)  and  S.Rep.  No. 
95-989,  reprinted  in,  [1977],  U.S.  Code 
Cong,  and  Ad.  News  5787-5844)  suggests 
that  executory  contracts  are  those  in  which 
performance  remains  due  to  some  extent  on 
both  sides.  A  refinement  of  this  definition, 
adopted  by  the  Ninth  Circuit  Court  of 
Appeals  and  several  banlcruptcy  courts  in 
various  jurisdictions,  states  that  an  execu- 
tory contract  within  the  meaning  of  the 
code  is  any  contract  under  which  the  obli- 
gation of  both  the  banlcrupt  and  the  other 
party  are  so  far  unperformed  that  the 
failure  of  either  to  complete  the  perfor- 
mance would  constitute  a  material  breach 
excusing  the  performance  of  the  other.  In 
re  Alexander,  670  F.2d  885,887  (9th  Cir. 
1982);  In  re  8elect-a-Seat  Corp.,  625  F.2d 
290  (9th  Cir.  1980);  In  re  Fashion  Two 
Twenty,  Inc.,  16  B.R.  784  (D.  Ohio  1981);  In 
re  Sun  Ray  Balcery,  Inc.,  5  B.R.  670  (D. 
Mass.  1980).  Under  this  view,  notes,  bonds 
and  contracts  under  which  the  only  out- 
standing obligation  is  repayment,  on  the  one 
side,  and  some  ministerial  act  (such  as 
surrender  of  the  note  or  cancellation  of  a 
lien)  on  the  other  do  not  constitute  execu- 
tory contracts.  See  In  re  Whatley,  16  B.R. 
394  (D.Ohio  1982)  and  In  re  Sholos,  11  B.R. 
782  (D.Pa.  1981). 

c.  Bankruptcy  "Ipso  Facto"  Clauses  are  Unen- 
forceable. Clauses  terminating  or  modifying 
an  executory  contract  or  unexpired  lease  or 
any  right  or  obligation  under  such  contract 
or  lease  on  account  of  insolvency  or  bank- 
ruptcy are  unenforceable  in  bankruptcy. 
This  includes  clauses  that  accelerate  the 
payment  of  obligations  in  the  event  of 
insolvency  or  bankruptcy. 

d.  Curing  Default  in  Executory  Contract  or 
Unexpired  Lease.  If  a  municipality  or  cor- 
porate debtor  desires  to  assume  such  an 
executory  contract  or  unexpired  lease,  it 
must  cure  any  default  that  may  exist 
except  for  defaults  which  are  caused  by 
reason  of  the  institution  of  the  bankruptcy 
proceeding  or  the  financial  condition  of  the 
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debtor  at  the  time  of  the  pendency  of  the 
bankruptcy  proceeding.  See  S3 6  5(b)  of  the 
Bankruptcy  Code.  If  the  municipality  or 
corporate  debtor  decides  not  to  cure  the 
existing  default,  the  municipality  or  cor- 
porate debtor  may  still  assume  the  execu- 
tory contract  or  unexpired  lease  if  it  pro- 
vides adequate  assurance  that  any  such 
defaults  will  be  promptly  cured  and  pro- 
vides adequate  assurance  that  future  per- 
formance under  the  contract  or  lease  will 
be  complied  with.  [S365(b)(l)(B)  and  (C)]  A 
corporate  debtor  must  assume  or  reject  an 
unexpired  lease  of  nonresidential  real 
property  under  which  the  debtor  is  the 
lessee  within  60  days  after  the  order  for 
relief  or  within  such  additional  time  as  the 
Court  shall  fix  or  the  lease  shall  be  deemed 
rejected  and  the  nonresidential  real  prop- 
erty surrendered  to  the  landlord. 
[S385(d)(4)l 

e.  Adequate  Assurance.  Adequate  assurance 
has  a  specific  definition  with  regard  to  real 
estate  in  a  shopping  center  but  as  to  execu- 
tory contracts  and  other  leases  there  is  no 
specific  provision  in  the  Bankruptcy  Code 
defining  its  precise  meaning.  (S365(b)(3)  of 
the  Bankruptcy  Code)  The  terms  "adequate 
asurance  of  future  performance**  are  not 
words  of  art»  but  were  intended  to  be  given 
a  practical,  pragmatic  construction.  What 
constitutes  adequate  assurance  is  to  be 
determined  by  factual  conditions.  In  re 
Lafayette  Radio  Electronics  Corp.,  9  B.R. 
993,  998  (N.Y.  1981);  In  re  Sapolin  Paints, 
Inc..  5  B.R.  412,  420-21  (E.D.N.Y.  1980);  In 
re  Luce  Industries,  Inc.,  8  B.R.  100,  104 
(S.D.N.Y.  1980). 

f.  Time  for  Assumption  or  Rejection.  A  Chap- 
ter 9  or  11  debtor  may  assume  or  reject  an 
executory  contract  or  unexpired  lease  at 
any  time  before  confirmation  of  the  plan, 
except  that,  upon  request,  the  Court  may 
order  the  debtor  to  determine  within  a 
specified  period  of  time  whether  to  assume 
or  reject.  [S365(d)(2)]  In  a  Chapter  7 
proceeding  if  a  trustee  does  not  assume  or 
reject  an  executory  contract  or  unexpired 
lease  of  the  debtor  within  60  days  after  the 
order  for  relief  or  such  additional  time  as 
the  court  may  so  fix,  such  contract  or  lease 
is  deemed  rejected.   [S365(d)(l)] 
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Municipality  or  Debtor  May  Assign  Execu- 
tory Contraets  or  Unexpired  Leases. 
[S36S(0]-  Covenants  against  assignment  are 
unenforceable  as  against  an  attempted 
assignment  by  the  debtor.  [S365(fKl)] 
Assignment  relieves  tlie  debtor  of  liability 
for  any  future  l)reacli  occurring  after  as- 
signment. [S365(k)]  In  order  to  assign, 
debtor  must  first  assume  the  contract  or 
lease,  cure  existing  defaults  and  establish 
adequate  assurance  of  future  performance 
by  the  assignee.  [S36S(fX2)] 

Contracts  to  Borrow  Money  Hot  Assumable 
or  Assignable.  Debtor  may  not  assume  or 
assign  an  executory  contract  to  borrow 
money,  for  debt  or  equity  financing  or  for 
financial  accommodations  to  or  for  the 
benent  of  debtor.    [S36S(c)] 

Rejection  of  Contract  or  Lease  as  a 
Breach.  The  rejection  of  an  executory 
contract  or  an  unexpired  lease  by  a  munlci- 
paUty  constitutes  a  breach  of  such  contract 
or  lease  under  certain  circumstances 
iaeluding  If  such  contract  or  lease  has  not 
been  asnned  prior  to  the  commencement 
of  a  ptoceecBng  or  under  a  plan  confirmed 
CtaipterS.  [See  S3€S<g)] 
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e.  Preferences.  Debtor  may  avoid  any  trans- 
fer (including  a  transfer  of  a  security 
interest)  made  to  or  for  a  creditor  on 
account  of  an  antecedent  debt  within  90 
days  before  the  filing  of  the  petition,  if 
such  transfer  would  give  the  creditor  more 
than  he  would  otherwise  have  received  in 
liquidation  of  the  banlcrupt  estate  under 
Chapter  7.  The  preference  period  is  exten- 
ded to  1  year  if  the  creditor  was  an  "insi- 
der". 

(1)  However,  a  voidable  preference  does 
not  occur  if  the  transaction  was 
intended  and  in  fact  was  a  substan- 
tially contemporaneous  exchange  for 
new  value  given  to  the  debtor. 
[SS547(c)(l),  (c)(3)  and  (c)(4)] 

(2)  A  voidable  preference  does  not  occur 
if  transfer  was  in  payment  of  debt 
incurred  in  ordinary  course  of  busi- 
ness or  financial  affairs  of  the 
debtor  and  the  transferee  not  later 
than  45  days  after  such  debt  was 
incurred.   [S547(c)(2)] 

(3)  A  voidable  preference  does  not  occur 
upon  transfer  of  a  perfected  security 
interest  in  inventory  or  receivables 
except  to  the  extent  of  any  net 
reduction  in  the  excess  of  the 
secured  claim  over  the  value  of  the 
security.   (S547(c)(5)] 

d.  Fraudulent  Transfers.  Debtor  may  avoid 
fraudulent  transfers  made  within  1  year 
before  the  filing  of  the  petition.   [S548] 

e.  Post-Petition  Transfers.  Debtor  may  avoid 
transfers  made  after  the  commencement  of 
the  case,  including  payment  of  antecedent 
debt.  [S549(a)] 

f.  Post-Petition  Acquisitions.  Similarly,  pro- 
perty acquired  by  the  debtor  after  com- 
mencement of  the  case  is  not  subject  to  any 
lien  resulting  from  any  security  agreement 
entered  into  prior  to  commencement  of  the 
case.  [S552(a)]  Exception:  if  it  is  included 
in  the  security  agreement  as  "proceeds, 
product,  offspring,  rents,  or  profits"  of 
property  covered  by  the  security  agreement 
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before     commenceinent      of     the     case. 

[S552(b)] 

g.  Limitation  on  Avoiding  Powers,  Any  action 
to  avoid  transfers  under  SS544y  545,  547, 

548  or  553  must  be  commenced  within 
specified  period  of  time  (generally,  may  not 
be  commenced  after  the  earlier  of  two 
years  after  appointment  of  trustee  or  the 
time  case  is  closed  or  dismissed).  [S546(a)] 
The  avoiding  powers  under  SS544,  545  and 

549  are  subject  to  general  applicable  law 
that  permits  '^perfection  of  an  interest  in 
property  to  be  effective  against  an  entity 
that  acquires  rights  in  such  property  before 
the  date  of  such  perfection**  and  "are  sub- 
ject to  statutory  or  common  law  right  of 
the  seller  of  goods  in  the  ordinary  course  of 
such  seller's  business  to  reclaim  such  goods'* 
under  certain  circumstances.  [S546(b)  and 
(c)l 

9.  Post-Petition  biterest.  An  allowable  claim  does 
not  include  unmatured  interest.  [S502(b)(2)]  To 
the  extent  an  allowed  claim  is  secured  by  property 
the  value  of  which  is  greater  than  the  amount  of 
such  claim,  interest  (together  with  any  reasonable 
fees,  costs  or  charges  provided  under  the  agree- 
ment under  which  the  claim  arose)  will  be 
allowed.  It  can  be  argued  that  a  pledge  of  revenue 
of  a  municipality  sufficient  to  pay  principal, 
interest  and  expenses  both  pre  and  post-petition 
should  be  allowed  and  paid. 

10.  The  Question  of  Vniether  Certain  Liens  or  Pledges 
Granted  by  The  Municipality  or  Corporate  Debtor 
Are  Terminated  Upon  The  Piling  of  a  Petition, 

a.  Section  552(a)  provides  that  property  ac- 
quired by  the  municipality  or  corporate 
debtor  after  the  commencement  of  the  case 
is  not  subject  to  any  lien  resulting  from  any 
security  agreement  entered  into  by  the 
municipality  or  corporate  debtor  prior  to 
the  commencement  of  the  case. 

b.  Revenue  bonds  are  secured  by  the  pledge  of 
revenues  flowing  from  tax  levies  or  assess- 
ments to  be  received  from  the  respective 
taxpayers.  Some  may  argue  that  upon  the 
filing  of  a  petition  under  Chapter  9  such 
security  interest  ceases  since  the  taxes  paid 
after  the  filing  of  the  petition  are  property 
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acquired  by  the  municipality  after  the  com- 
mencement of  the  case. 

c.  It  may  be  argued  that  just  like  the  case  of  a 
security  interest  created  by  a  security 
agreement  which  ''extends  to  property  of  a 
debtor  acquired  before  the  commencement 
of  a  case  and  to  the  proceeds,  product, 
offspring,  rents  or  profits  of  such  property" 
the  pledge  of  municipal  revenues  creates 
security  interest  under  S552(b)  of  the 
Bankruptcy  Code  which  continues  after  the 
commencement  of  the  case.  A  pledge  of 
the  revenue  created  by  resolution  or  ordin- 
ance should  continue  after  the  commence- 
ment of  the  case  under  applicable  state  law 
and  policy. 

ii.  Setoffs.  A  creditor  may  offset  a  mutual  debt 
owing  by  such  creditor  to  the  debtor  that  arose 
before  the  commencement  of  the  case  against  a 
claim  of  such  creditor  against  the  debtor  that 
arose  before  the  commencement  of  the  case. 
(S553(a)] 

a.  Mutual  Debts.  Although  not  defined  in  the 
Code,  the  term  **mutual  debt**  has  been 
construed  to  mean  that  debts  are  in  the 
same  right  and  between  the  same  parties 
standing  in  the  same  capacity.  4  Collier, 
Bankruptcy  f  553.04[3]  at  553-22  (15th  ed. 
1979);  In  re  Visiting  Home  Services,  Inc., 
643  F.2d  13S6,  1361  (9th  Cir.  1981);  In  re 
18th  Avenue  Development  Corp.,  12  B.R. 
10,  11-12  (S.D.Fla.  1981). 

b.  Restrictions  on  Setoff. 

(1)  Section  553(a)  prohibits  the  setoff  of 
claims  against  the  debtor  that  were 
transferred  to  the  creditor  by  an 
entity  other  than  the  debtor,  either 
after  the  commencement  of  the  case 
or  during  the  90  days  preceding  the 
petition  while  the  debtor  was  insol- 
vent. (Under  S553(c),  the  debtor  is 
presumed  to  be  insolvent  during  the 
90  days  immediately  preceding  the 
filing  of  the  petition). 

(2)  Section  553(a)(3)  restricts  the  setoff 
of  a  debt  owed  to  the  debtor  by  a 
creditor  that  was  Incurred  within  90 
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days  before  the  filing  of  the  petition 
while  the  debtor  was  insolvent  for 
the  purpose  of  obtaining  a  right  of 
setoff  against  the  debtor.  This 
provision  is  intended  to  discourage 
the  practice  by  which  a  debtor 
increases  its  deposits  in  its  account 
with  a  lender  bank  for  the  purpose  of 
preferring  the  banlc  over  other  credi- 
tors. By  this  practice,  the  lender 
banlc  becomes  indebted  to  the  debtor 
through  the  receipt  of  deposits.  (See 
**Setoff  under  the  Bankruptcy  Code,** 
Cook,  Kass  and  Santoro,  2nd  Annual 
Bankruptcy  Litigation  Institute,  pp. 
1S8-172,  1982). 

(3)  Section  553(b)  provides  that  any 
increase  in  the  90  days  before  bank- 
ruptcy in  the  amount  of  the  debt 
owing  by  the  creditor  to  the  debtor 
will  not  be  permitted  to  be  offset. 

12.       Plan  of  Adfustment  for  Municipalities  (Chapter  9) 
or  Reorganization  (Chapter  11). 


a.         Time  for  Filing. 

(1)  Municipality  shall  file  a  plan  of  ad- 
justment of  its  debt  either  with  the 
petition  or  at  such  later  date  as  the 
Court  may  fix.  (S941)  Municipality 
may  modify  the  plan  at  any  time 
prior  to  confirmation  provided  such 
modification  is  consistent  with  the 
requirements  of  Chapter  9.   (S942) 

(2)  Debtor  in  Chapter  11  proceeding  has 
the  exclusive  right  to  file  a  plan 
until  120  days  after  the  date  of  the 
order  for  relief  (involuntary)  or  the 
filing  of  the  petition  (voluntary)  or 
such  longer  or  shorter  period  as  the 
court  may  set.  Thereafter,  any 
party  in  interest  may  file  plan.  If 
the  Debtor  has  filed  a  Plan  within 
the  120  day  period  but  the  Plan  is 
not  accepted  within  180  days  of  the 
date  of  filing  the  Petition  or  the 
Order  for  relief  (or  such  long  or 
shorter  time  as  the  Court  may  set) 
then  any  party  in  interest  may  file  a 
Plan  (Si  121). 
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b.         Content  of  Plan. 

(1)  The  plan  may  provide,  among  other 
things,  for  sale  of  property  of  the 
estate,  either  subject  to  or  free  of 
any  lien;  cancellation  or  modifica- 
tion of  any  indenture  or  similar 
instrument;  extension  of  a  maturity 
date  or  a  change  in  an  interest  rate 
or  other  term  of  outstanding  securi- 
ties; or  issuance  of  securities  of  the 
debtor  for  existing  securities;  and 
may  impair  any  class  of  claims, 
secured  or  unsecured.  [SSl  123(a)  and 
(b)l 

(2)  The  plan  shall  include  the  following 

(a)  Designation  of  the  classes  of 
claims  that  exist  specifying 
any  class  of  claim  or  interest 
that  is  not  impaired  under  the 
plan. 

(b)  Statement  of  the  treatment 
of  any  class  of  claims  or 
interests  that  is  impaired 
under  the  plan. 

(c)  Statement  providing  for  the 
same  treatment  for  each 
claim  or  interest  or  a  particu- 
lar class  unless  the  holder  of  a 
particular  claim  or  interest 
agrees  to  a  less  favorable 
treatment  of  such  claim  or 
interest. 

(d)  Statement  of  a  means  for  the 
execution  of  the  plan  such  as 
the  sale  of  property,  transfer 
of  property,  the  satisfaction 
or  modification  of  any  lien, 
the  cancellation  or  modifica- 
tion of  any  indenture  or 
similar  instrument,  the  curing 
or  waiving  of  default,  exten- 
sion of  a  maturity  date,  the 
change  of  interest  rate  or 
other  terms  of  outstanding 
securities,  or  the  issuance  of 
new  securities. 
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(e)  Statement,  if  appropriate^  of 
the  settlement  or  determina- 
tion of  any  disputes  between 
parties. 

(f)  Assumption  or  rejection  of 
any  executory  contracts  or 
unexpired  leases. 

[Si  123(a)  and  (b)] 

Impairment  of  claim  or  interest.  A  claim 
or  interest  is  impaired  under  the  plan 
unless: 

(1)  It  remains  unaltered  as  to  its  legal, 
equitable,  contractual  rights; 

(2)  Any  default  which  caused  the  ac- 
celeration of  the  indebtedness  is 
cured;  and  in  addition: 

(a)  The  original  maturity  of  such 
claim  or  interest  is  reinstated 
as  such  maturity  date  existed 
before  the  default;  and 

(b)  Any  damages  suffered  to  the 
holder  of  such  claim  or  in- 
terest as  a  result  of  reason- 
able reliance  by  such  holder 
on  such  contractual  provisions 
or  such  applicable  law  is 
appropriately  compensated; 
and 

(c)  After  curing  the  default  the 
equitable,  legal  and  contrac- 
tual rights  of  the  holder  of 
the  claim  or  interest  are  not 
altered  or  modified. 

(3)  The  holder  of  such  claim  or  interest 
receives  on  account  of  such  claim  or 
interest  cash  equal  to  the  amount  of 
such  claim  or  the  greater  of: 

(a)  any  fixed  liquidation  prefer- 
ence to  which  the  terms  of 
any  security  representing  such 
interest  entitles  the  holder  of 
the  interest;  and 
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(b)  any  fixed  price  at  which  the 
debtor  under  the  term  of  such 
security  may  redeem  such 
security  from  such  holder. 
[Si  124] 

d,  Post-Petition  Disclosure  and  Solicitation. 

(1)  An  acceptance  or  rejection  of  a  plan 
may  not  be  solicited  after  the  com- 
mencement of  a  Chapter  9  or  11 
proceeding  from  the  holder  of  a 
claim  or  an  interest  unless  at  the 
time  of  or  before  such  solicitation 
there  is  transmitted  to  such  holder 
the  plan  or  a  summary  of  the  plan 
and  a  written  disclosure  statement 
approved  by  the  court  after  a  notice 
and  hearing  and  determined  by  the 
court  to  contain  adequate  informa- 
tion.  [Si  125] 

(2)  Adequate  information  is  defined  in 
the  Bankruptcy  Code  as  '^information 
of  a  kindy  and  in  sufficient  detail,  as 
far  as  is  reasonably  practicable  in 
light  of  the  nature  and  history  of  the 
debtor  and  condition  of  the  debtor's 
books  and  records,  that  would  enable 
a  hypothetical  reasonable  investor 
typical  of  holders  of  claims  or  inter- 
est of  the  relevant  class  to  make  an 
informed  judgment  about  the  plan." 
[Si  125(a)] 

(3)  The  debtor  may  tender  different 
disclosure  statements  (differing  in 
amount,  detail  or  kind  of  infor- 
mation) to  different  classes  of 
creditors.   [Si  125(c)] 

e.  Acceptance  of  the  Plan.  The  plan  must 
have  the  assent  of  two-thirds  in  allowed 
amount  of  each  class  and  more  than  one- 
half  in  number  of  creditors  of  each  class. 
[SSll26(c)  and  1129(a)(8)(A)]  Exceptions: 

(1)  Non-impairment.  If  the  class  is  not 
impaired.   [Section  1129(a)(8)(B)] 

(2)  "Cram  down".  If  the  plan  does  not 
discriminate  unfairly,  and  is  fair  and 
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equitable,  with  respect  to  each  class 
of  claims  .  .  .  that  is  impaired  under, 
and  has  not  accepted,  the  plan.** 
[SI  129(b)(1)] 

If  a  Class  is  to  receive  nothing  under  a 
Plan,  that  Class  is  deemed  to  have  rejected 
the  Plan  (Sll26(g)). 

f.  Confirmation  of  Plan  -  Hearing  and 

Requirements. 

(1)  After  Notice  to  all  interested  parties 
the  court  shall  hold  a  hearing  on 
confirmation  of  a  Plan.  Confirma- 
tion is  required  if  one  of  the 
impaired  classes  do  not  accept  the 
Plan.  A  party  in  interest  may  object 
to  the  plan  and  a  special  taxpayer 
may  object  to  the  confirmation  of 
the  plan.  [SS  1128(a)  and  (b)  and 
943(a)] 

(2)  The  court  shall  confirm  a  plan  only 
if: 

(a)  It  meets  the  specific  require- 
ments of  Chapter  9  or  11 
including  being  proposed  in 
good  faith  and  not  by  any 
means  forbidden  by  law;  and 

(b)  At  least  one  class  of  claims 
has  accepted  the  plan  or  the 
court  has  determined  that 
"the  plan  does  not  discrimin- 
ate unfairly  and  is  fair  and 
equitable  with  respect  to  each 
class  of  claims  or  interests 
that  is  impaired  under,  and 
has  not  accepted  the  plan.'* 
[SI  129  (a)(2),  (3),  (8),  (10)  and 
(b)l 

(c)  There  is  a  split  of  authority  as 
to  whether  the  requirements 
of  Sll29(a)(10)  [requiring 
acceptance  by  at  least  one 
class  of  claims  for  confirma- 
tion] is  satisfied  by  an  unim- 
paired class  which  is  deemed 
to  have  accepted  the  Plan 
[Si  126(f)].    See  qto  In  re  W.E. 


450 


39 

Parlca  Lumber  Co>,  19  B.R. 
285  (Bankr.  W.D.La.  1982);  In 
re  Landen  Book  Co.,  13  B,R. 
788  (Bank.  W.D.  Mo.  1981); 
Contra  In  rc  Pine  Cove  Vil- 
lage Appartment  Co.,  19  B.R. 
819  (Bankr.  S.D.N.Y.  1982);  In 
re  Barrington  Oaks  General 
Partnership,  15  B.R.  952 
(Bankr.  D.  Utah  1982). 

(3)  In  addition  to  the  requirement  for 
confirmation  set  forth  above,  the 
court  shall  confirm  the  plan  if: 

(a)  The  plan  complies  with  the 
provisions  of  Chapter  9  or  11 
(SI  129(a)(1)]; 

(b)  The  plan  complies  with  the 
provisions  of  other  Chapters 
of  the  Bankruptcy  Code  made 
applicable  to  Chapter  9; 

(c)  All  amounts  to  be  paid  by  the 
municipality  or  corporate 
debtor  or  by  any  persons  for 
services  or  expenses  in  the 
case  or  incident  to  the  plan 
have  been  fully  disclosed  and 
are  reasonable  [Si  129(a)(4)]; 

(d)  Debtor  is  not  prohibited  by 
law  from  taking  any  action 
necessary  to  be  taken  to  carry 
out  the  plan  [Si  129(a)(3)]; 

(e)  The  plan  of  reorganization  of 
the  corporate  debtor  discloses 
any  individual  proposed  to 
serve  as  officer,  director  or 
voting  trustee  of  the  debtor 
after  confirmation  of  the  plan 
or  any  insider  that  will  be 
employed  or  retained  by  the 
reorganized  debtor  [Si  129 
(a)(5)); 

(f)  The  plan  provides  that  each 
holder  of  the  claim  of  the 
kind  specified  in  S507(a)(l)  of 
the  Bankruptcy  Code  will 
receive   on   account   of   such 
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claim  property  of  value  as  of 
the  effective  date  of  the  plan 
equal  to  the  allowed  amount 
of  such  claim,  except  to  the 
extent  that  a  holder  of  a 
particular  claim  of  such  kind 
has  waived  any  such  payment 
on  such  claim;  and 

(g)  The  plan  is  in  the  best  inter- 
est of  the  creditors  and  is 
feasible.  (SS943  and  1129] 

Modification  of  Plan. 

The  proponent  of  a  Plan  in  a  Chapter  11 
proceeding  may  modify  the  Plan: 

(1)  at  any  time  prior  to  confirmation 
provided  such  modification  otherwise 
meets  the  other  requirements  of 
Chipter  11; 

(2)  at  any  tine  after  confirmation  of 
the  Plan  but  before  substantial 
eoasammatxNi  provided  such  modifl- 
catxNi  not  only  meets  the  other 
requirements  of  Chapter  11  but  also 
the  Court,  after  notice  and  hearing 
confirm  such  a  Plan  as  modified  and 
S1119.  [Sliyr(a)and(b)] 

A  m«nie|pality  in  Chapter  9  OMy  only 
■KKfify  a  Plan  before  confirmatioQ  provided 
it  otherwise  meets  the  requirements  of 
Chapter  9  and  tlie  modlfieatioo  takes  effect 
upon  fUinc.  <S942)  Any  holder  of  a  claim 
or  interest  in  a  Chapter  9  or  11  tiiat  ims 
accepted  or  rejected  a  Plan  is  deemed  to 
have  neeepted  or  rejected  the  plan  as  hmmS- 
ftod  WRless  within  the  time  fixed  by  the 
Court  that  holder  chances  the  holder^ 

CSl  127(d)). 


Effects  of  Coef^naataon  and  Disehaiie- 
11}        The  provisson  of  a  eocfinaed  plan 


fa)        a  proof  of  ^aia  is  filed  by 
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(b)  such  claim  is  allowed; 

(c)  such  creditor  has  accepted 
the  Plan  [SSll41(d)  and 
944(a)]. 

(2)  The  municipality  is  discharged  of  all 
debts  as  provided  in  the  Plan  are  to 
be  discharged  upon  confirmation  and 
depositing  of  the  consideration  to  be 
distributed  with  a  disbursing  agent 
and  any  security  to  be  issued  is 
determined  by  the  Bankruptcy  Court 
to  be  valid  and  binding  on  the  debtor 
as  provided  in  the  Plan.   [S944(b)]. 

i.  Continuing  jurisdiction  and  closing  the  case. 

The  Court  may  retain  jurisdiction  over  the 
case  for  such  period  of  time  that  is  neces- 
sary for  the  successful  execution  of  the 
Plan.  Upon  the  completion  of  the  Court's 
administration  of  the  case  the  case  will  be 
closed.  (S945). 

B.        Selective  Problems  Arising  Out  of  Municipal  Bankrupt- 
cies. 

i.         Are  Pledged  Revenues  Subject  to  Lien  Termination 
or  as  Preferences  or  Aftet^Acquired  Property? 

a.         Preference  (S547). 

It  may  be  argued  that  a  lien  on  revenues 
collected  by  municipality  during  90  days 
prior  to  filing  of  petition  is  a  voidable  pre- 
ference because  S547(e)(3)  provides  that  a 
transfer  (including  transfer  of  a  security 
interest)  is  not  made  until  the  debtor  has 
rights  in  the  property.  Under  this  view,  to 
the  extent  that  the  pledge  of  such  revenues 
would  give  creditor  more  than  he  would 
otherwise  receive  in  liquidation,  the 
attempt  to  create  a  security  interest  there- 
in would  constitute  a  voidable  preference. 
However,  the  revenues  may  fall  within 
exception  relating  to  exchanges  for  new 
value.  (See  S9-306  of  U.C.C.)  The  better 
view  is  that  the  revenues  constitute  '*re- 
ceivables"  and  hence  only  a  partial  pref- 
erence results,  to  the  extent  of  any  net 
reduction  in  the  excess  of  the  secured  claim 
over  the  value  of  the  security.    S547(a)(3) 
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defines  a  receivable  as  "a  right  to  payment, 
whether  or  not  such  right  has  been  earned 
by  performance.**  (Note:  the  definition  is 
broader  than  that  of  the  Uniform  Commer- 
cial Code  for  '*accounts**).  Also,  if  the  lien 
on  future  revenues  is  voided  as  a  prefer- 
ence, the  result  is  at  odds  with  public  policy 
and  state  enabling  legislation  which  almost 
invariably  provides  that  pledges  of  such 
revenues  are  effective  when  made  and  good 
against  other  creditors. 

b.  Liens  on  After- Acquired  Property  (S552). 

Under  S552,  a  lien  terminates  upon 
bankruptcy  as  to  property  acquired 
after  the  filing  of  a  petition  except 
for  '*proceeds,  product,  .  .  •**  etc.  of 
property  already  subject  to  the 
lien.  This  section  invalidates  the 
reach  of  after-acquired  property 
clauses  to  property  acquired  by  the 
debtor  after  the  filing  of  the  peti- 
tion. See  First  National  Banic  of 
Colorado  Springs  v.  Hamilton,  18 
B.R.  868  (D.  Colo.  1982);  In  re 
Whitaker,  18  B.R.  314  (D.  Kan. 
1982).  The  only  exception  is  for 
proceeds,  a  term  that  is  largely 
undefined  by  the  code  or  cases. 
(Most  cases  defining  the  term  define 
its  use  in  the  U.C.C.)  Unless  the 
revenues  collected  after  the  filing  of 
the  petition  can  be  traced  as  pro- 
ceeds of  some  other  property  of  the 
debtor  which  was  subject  to  a  lien 
prior  to  the  filing,  such  revenues  are 
not  subject  to  a  lien  in  favor  of  the 
bondholders.  As  set  forth  above,  it 
can  be  argued  that  the  right  to 
receive  revenues  is  •'property**.  If 
the  Trust  Indenture  or  Bond  Resolu- 
tion specifies  that  it  extends  to 
**proceeds"  of  such  property,  it  can 
be  argued  that  the  revenues  are  pro- 
ceeds of  that  property.  Perhaps  one 
should  distinguish  those  revenues 
which  are  collected  after  the  filing 
but  which  are  proceeds  of  tax 
assessments  made  before  the  filing 
from  those  which  are  assessed  and 
collected  after  filing.  The  right  to 
collect  an  assessed  tax,  where  the 
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only  matter  remaining  outstanding  is 
the  collection  of  the  revenue,  which 
would  seem  to  be  "property**  and  the 
subsequent  revenue  would  be  '*pro- 
ceeds'*  thereof.  [By  analogy  to 
accounts  receivable,  where  checks 
received  by  debtor  in  collection  of 
accounts  receivable  are  considered 
to  be  proceeds  of  the  pre-existing 
accounts  under  the  U.C.C.  See  In  re 
S  &  Z  Intern.  Mgmt.,  Inc.,  10  B.R. 
580  (Fla.  1981)] 

2.         Payments  to  Retire  Bonds  aa  Preferences. 

a.  Payments  to  defease  a  bond  issue  may  be 
deemed  to  be  a  preference  under  Section 
547  depending  upon  the  source  and  timing 
of  the  payment: 

(1)  If  proceeds  of  a  new  bond  issue  (i.e. 
a  "refunding  issue**)  acquired  during 
the  preference  period  are  specifi- 
cally designated  by  the  terms  of  the 
issue  to  be  used  to  defease  a  prior 
indenture  (predating  the  preference 
period)  then  probably  no  preference 
problems.  Generally,  new  unsecured 
loans  or  payments  to  creditors  by  a 
third  party  are  not  transfers  of 
debtor's  property,  if  the  property  is 
never  in  debtor's  estate  but  goes 
directly  from  third  party  to  credi- 
tor. Estate  of  debtor  is  not  dimin- 
ished. If  debtor  gives  new  security 
for  the  refunding  bond  issue,  then  it 
may  be  argued  that  there  Is  a  dimin- 
ution and  there  is  a  preferential 
transfer  to  the  extent  of  collateral's 
value.  See  Virginia  National  Bank  v. 
Woodson,  329  F.2d  838  (4th  Cir. 
1964);  Steel  Structures,  Inc.  v.  Star 
Mfg.  Co.,  466  F.2d  207,  217  (6th  Cir. 
1972);  Grubb  v.  General  Contract 
Purchasing  Corporation,  94  F.2d  70, 
72  (2d  Cir.  1939);  National  Bank  of 
Newport  v.  National  Herkimer 
County  Bank,  225  U.S.  178  (1912). 
See  also  Miller  v.  Wells  Fargo  Bank 
International  Corp.,  406  F.Supp.  452, 
463  (n.2)  (D.C.N. Y.  1975),  affd,  540 
F.2d  584  (2d  Cir.  1976).  In  re  the 
Van  Shop,  Inc.  v.  Banc  Ohio  National 
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Bank,  8  B.R.  73,  75  (N.D.  Ohio 
1980).  Note:  payments  to  new 
bondholders  not  preferential  because 
new  value  was  given.) 

(2)  Similarly,  use  of  funds  deposited  in  a 
Debt  Service  Reserve  Fund  or  with 
Indenture  Trustee  prior  to  pref- 
erence period  and  paid  out  to  bond- 
holders during  preference  period 
probably  not  a  voidable  preference. 
•Transfer"  occurred  before  prefer- 
ence period  and  debtor's  estate  not 
diminished.  No  additional  security 
was  given.  Also,  a  payment  into  a 
Debt  Reserve  Service  Fund  during 
such  preference  period  may  be 
argued  not  to  be  a  preference  if 
funds  were  previously  pledged  and 
collected  prior  to  preference  period. 

(3)  By  reason  of  S5 47 (e)(3)  the  use  of 
other  previously  accumulated  reve- 
nues to  retire  bonds  or  defease  an 
indenture  during  preference  period 
probably  constitutes  a  preference  to 
the  extent  the  funds  were  received 
during  the  preference  period. 

(4)  Any  other  payment  to  defease  inden- 
ture or  retire  bonds  or  to  pay  inter- 
est during  the  preference  period 
probably  constitutes  a  preference. 

3.         Transformation  of  Revenue  Bond  Issue  into  Genr 
end  Obligation. 

a.  If  a  pledge  of  future  revenues  is  defeated 
by  SS547(e)(3)  and  552,  or  if  a  municipality 
seeks  to  use  property  of  the  estate  which  is 
secured  by  a  lien  on  revenues  which  is  with- 
out recourse  to  the  municipality  (Revenue 
Bond  Issue)  the  otherwise  revenue  bonds 
may  be  transformed  into  in  effect  a 
recourse  claim  therefore  changing  a  Reve- 
nue Bond  Issue  into  a  General  Obligation. 
The  Bondholders  may  elect  as  a  class  to 
have  their  entire  claim  treated  as  secured 
by  the  revenues  or  as  with  recourse.  [Sec- 
tions 508(a)  and  111(b)]  Such  an  election  to 
be  secured  by  revenues  cannot  be  made  if 
the  collateral  revenues  pledged  or  held  are 
used  by  the  debtor  for  other  purposes  or 
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"sold**  (pledged  for  other  purposes)  under 
the  plan.  Even  if  the  bonds  are  revenue 
bonds  they  should  probably  be  treated  as 
having  ''recourse'*  against  the  debtor 
because  of  the  state-law  liability  of  the 
debtor  from  future  revenues.  Even  if  the 
bonds  were  treated  as  non-recourse,  the 
separate  unsecured  portion  where  revenues 
used  for  other  purposes  or  '*sold**  (used  for 
other  purposes)  pursuant  to  the  plan  would 
be  an  allowable  recourse  claim, 
[Sllll(bKlKA)l 

b.  Even  if  a  creditor  malces  an  election  under 
1111(b)  to  transform  a  claim  into  a  recourse 
claim  the  question  is  posed  whether  the 
Revenue  Issue  is  transformed,  in  effect, 
into  a  General  Obligation  of  the  municipal 
body  which  may  be  contrary  to  the  state 
constitutional  debt  limitation. 

4.  Special  FroMems  Relating  to  "Conduit  Financing. 

a.  In  certain  conduit  financing  where,  the 
issuing  municipality  is  a  conduit  for  pay- 
ments to  the  holders  of  the  bonds  by  a 
private  company  there  may  be  a  preference 
problem  due  to  Municipal  Banlcruptcy.  To 
avoid  such  preference  problems,  it  would  be 
helpful  to  have  not  only  the  pledge  of 
revenue  by  the  municipal  body  who  issued 
the  bonds,  but  also  the  assignment  to  the 
Bondholders  or  Indenture  Trustee  of  the 
contractual  right  to  receive  those  payments 
from  the  private  company. 

b.  The  use  of  a  Guaranty  from  the  private 
company  and  the  use  of  letter  of  credit  may 
aid  in  solving  the  preference  problems. 

5.  Increasing  Use  of  I^etters  of  Credit  as  Backing  for 
Municipal  mtd  Tax-Exempt  Conduit  Obligations. 

a.  Letters  of  credit  are  not  guarantees,  and 
are  not  considered  to  be  guarantees  so  as  to 
be  ultra  vires  for  national  banlcs.  A  letter 
of  credit  is  considered  to  be  the  full  faith 
and  credit  of  a  financial  institution  in  the 
amount  set  forth  therein.  In  drafting  any 
letter  of  credit  transaction  it  is  important 
that  all  documents  clearly  indicate  that  the 
letter  of  credit  is  not  a  guarantee.  A  letter 
of   credit   upon   presentment   of   specified 
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documents  and  fulfillment  of  certain  condi- 
tions is  an  unqualified  obligation  to  pay. 
See  Wichita  Eagle  and  Beacon  Publishing 
Co.  V.  Pacific  National  Bank  of  San  Fran- 
cisco, 493  F.2d  1285  (9th  Cir.  1974).  See 
also  In  re  Eastern  Freight  Ways,  Inc.  v. 
Seaboard  Surety  Co.,  9  B.R.  653  (S.D.N.Y. 
1981).  In  prior  years,  care  had  to  be  taken 
to  make  sure  that  the  notices,  actions  and 
certificates  necessary  to  make  presentment 
on  a  letter  of  credit  did  not  involve  notices 
to  be  given  to  or  received  by  the  debtor  or 
action  against  the  debtor  all  of  which  could 
create  problems  given  the  automatic  stay. 
Under  the  new  amendments  discussed 
below,  the  presentment  of  a  negotiable 
instrument  and  the  giving  of  notice,  protest 
and  dishonor  of  each  instrument  are  not 
violations  of  the  stay. 

b.  Survives  bankruptcy.  A  letter  of  credit  is 
an  ''independent"  contract  between  the 
issuing  bank  and  the  beneficiary.  Uniform 
Commercial  Code  S5-114,  Official  Com- 
ment, 1 2.  As  such,  if  the  stated  conditions 
are  satisfied,  it  survives  the  bankruptcy  of 
the  debtor  for  whom  it  was  issued.  In  re 
Page.  18  B.R.  713,  71S  (D.C.D.  1982).  In  re 
Marine  Distributors,  Inc.,  522  F.2d  791, 
795-796  (9th  Cir.  1975).  Courtaulds  North 
America  Inc.  v.  North  Carolina  Nat.  Bank, 
rev'd  on  other  grounds  528  F.2d  802  (4th 
Cir.  1975).  Neither  the  letter  of  credit  nor 
its  proceeds  are  property  of  the  estate.  In 
issuing  the  letter  of  credit,  the  bank  agrees 
to  pay  out  of  its  own  assets.  In  re  Page, 
id.  (In  the  case  of  conduit  financing  the 
''debtor**  for  this  purpose  would  be  the 
corporation  for  whose  benefit  the  munici- 
pality issued  the  bonds.) 

c.  The  agreement  between  a  bank  and  a  debtor 
that  provides  for  a  secured  claim  to  reim- 
burse the  bank  by  the  debtor  may  be  an 
**impermissible  preferential  treatment**  of 
the  unsecured  beneficiary  by  means  of  the 
letter  of  credit.  Matter  of  Twist  Cap,  Inc., 
1  B.R.  284  (D.  Fla.  1979).  This  opinion  is 
probably  wrong.  (See  e.g..  In  re  M.J.  Sales 
&  Distributing  Co.,  Inc.,  9  BCD  1342 
(S.D.N.Y.  1982)  and  has  been  limited  to  its 
facts  by  the  Court  which  authored  the 
opinion    (Matter   of   St.    Petersburg   Hotel 
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Aasociates,  Ltd.,  37  B.R.  380  (Bankr.  M.D. 
Fla.  1984)).  However,  if  the  same  security 
is  given  to  the  beneficiary  of  the  letter  of 
credit  as  to  the  bank,  Twist  Cap  problem 
should  be  solved. 

d.  Executory  contract.  With  respect  to  pay- 
ments to  be  made  after  commencement  of 
the  case,  the  agreement  between  the  bank 
and  the  debtor  (which  is  separate  from  the 
"independent**  agreement  between  the  bank 
and  the  bondholders)  may  be  an  executory 
contract  to  make  a  loan,  which  the  trustee 
in  bankruptcy  cannot  assume.  S385(c)(2). 
Failure  to  assume  would  lead,  however,  to  a 
damage  claim.  SS365(g)  and  502(g). 

9.         Th»  Definition  of  Insolvency. 

Municipality  is  presumed  to  be  insolvent  during  90 
days  prior  to  the  commencement  of  the  case. 
[S547(f)  of  the  Bankruptcy  Code].  However,  the 
test  of  insolvency  is  questionable  if  insolvency 
means  that  debt  exceeds  assets.  [S101(26)(A)  of 
the  Bankruptcy  Code].  Many  municipalities  may 
be  termed  "insolvent**  if  assets  exempt  from  at- 
tachment by  state  law  are  excluded.  However, 
S552  of  the  Bankruptcy  Code  (providing  the 
exemption  from  State  Attachment  Law)  is  not 
incorporated  into  S901  and  is  not  applicable  to  a 
Chapter  9  proceeding. 

7.  The  Required  htaintenancB  of  Municipal  Service. 

The  municipality  while  in  a  Chapter  9  proceeding 
will  still  have  to  function  as  a  municipality.  There 
are  certain  necessary  and  basic  municipal  services 
which  must  be  provided  such  as  police,  fire  and 
under  certain  instances,  sewer,  water  and  electri- 
cal services.  A  bankruptcy  court  and  creditors 
will  not  be  able  to  successfully  interfere  with  such 
service.  Accordingly,  certain  revenues  and  activi- 
ties of  the  municipal  body  which  may  be  the  cause 
of  the  **insolvency'*  may  not  be  able  to  be  effec- 
tively restrained,  curtailed,  or  modified  without  an 
impelling  reason  for  such  action. 

8.  Treatment  of  Lease  Obligations  in  Conduit  Financ- 
ing, 

In  certain  conduit  tax-exempt  financing  the  obli- 
gation to  pay  principal  and  interest  on  the  Bonds  is 
defined   by   lease   obligation    from    the   company 
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obtaining  the  benefit  of  the  financing  to  the  muni- 
cipal body.  This  lease  obligation  is  then  normally 
assigned  to  the  Indenture  Trustee  for  the  benefit 
of  the  Bondholders.  Some  corporate  debtors  have 
taken  the  position  that  the  lease  of  the  relevant 
facility  which  was  financed  by  the  conduit  tax 
exempt  Bonds  has  the  claim  on  that  lease  reduced 
from  the  total  amount  of  principal,  interest  and 
expenses  due  under  the  terms  of  the  documents  to 
a  claim  for  the  termination  of  a  lease  of  real 
estate  under  the  Banlcruptcy  Code.  Under  Section 
502(b)(6)  of  the  Banlcruptcy  Code  a  claim  arising 
out  of  the  termination  of  a  lease  of  real  estate  is 
limited  to  the  rent  reserved  by  such  lease,  without 
acceleration,  for  the  greater  of  one  year  or  15% 
not  to  exceed  3  years  of  the  remaining  term  of 
such  lease  following  the  earlier  of  (i)  the  date  the 
petition  was  filed  instituting  the  action  or  (ii)  the 
date  on  which  such  lessor  repossessed  or  the  lessee 
surrendered  the  leased  property  plus  any  unpaid 
rent  due  under  such  lease  without  acceleration  as 
of  the  earlier  of  such  dates.  This  position  taken  by 
certain  corporate  debtors  is  wrong  because  the 
lease  in  conduit  tax  exempt  financing  as  was  noted 
in  the  legislative  history  surrounding  Chapter  9  of 
the  Bankruptcy  Code  was  a  "financing  lease**  and 
not  a  lease  of  real  estate.  S.  Rep.  No.  95-989, 
95th  Cong.,  2d  Sess.,  64,  reprinted  in  [1978]  U.S. 
Code  Cong,  and  Ad.  News  5787,  5850.  Courts, 
when  faced  with  this  situation,  have  held  that 
**financing  leases**  with  regard  to  conduit  tax 
exempt  financing  are  not  subject  to  the  provisions 
of  Section  502(b)(6).  See  In  re  Winston  Mills,  6 
B.R.  587  (S.D.N.Y.  1980).  But  see.  Third  National 
Bank  v.  Wisner  Corp.,  27  B.R.  383  (M.D.  Tenn. 
1982).  It  is,  therefore,  important  from  a  Bond- 
holder*s  position  to  have  not  only  the  lease  obliga- 
tion from  the  corporate  debtor  in  a  form  where  it 
is  clear  that  it  is  a  financing  lease  but  also  a 
guarantee  of  the  corporate  debtor  of  all  obliga- 
tions to  pay  principal  and  interest  on  the  Bonds, 
thereby  demonstrating  the  financing  nature  of  the 
lease. 

9.         Enforceability   of   Pre-Bankniptcy   Subordination 
mi  Priority  Agreement. 

Section  510(a)  provides  that  **a  subordination 
agreement  is  enforceable  in  a  case  under  this  title 
to  the  same  extent  it  is  enforceable  under  applica- 
ble nonbankruptcy  law.'*  In  a  leading  case  in  this 
area.  In  re  Credit  Industrial  Corporation,  366  F.2d 
402  (2d  Cir.  1966),  the  Court  state  that  subordina- 
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tion  agreements  are  almost  uniformly  enforced  by 
bankruptcy  courts,  and  further,  that  the  enforce- 
ment of  such  agreements  does  not  offend  the 
policy  of  equal  distribution  of  the  Bankrupt's 
estate.  See  also  In  re  Leasing  Consultants,  Inc., 
2  B.R  165  (Bankr.  E.D.N. Y.  1980)?  In  re  Holiday 
Mart,  715  F.2d  430  (9th  Cir.  1983).  Accordingly, 
subordination  or  priorities  established  by  state  law 
or  prior  contractual  agreement  should  be  enforce- 
able in  a  Chapter  9  or  11  proceeding.  For  exam- 
ple, a  municipal  electrical  utility  may  have 
entered  into  a  power  purchase  contract  and  agreed 
pursuant  to  state  law  that  such  a  contract  pay- 
ment is  an  Operation  and  Maintenance  ("O&M'O 
expense  which  is  to  be  paid  prior  to  its  own  Reve- 
nue Bonds  (as  is  provided  for  by  state  statutue  or 
the  Bond  Resolution  for  its  Revenue  Bonds).  In  a 
Chapter  9  proceeding  the  power  seller  can  attempt 
to  claim  a  right  to  payment  from  revenues  super- 
ior to  that  of  the  Revenue  Bondholder  under  a 
priority  or  subordination  theory.  Likewise,  in  a 
corporate  conduit  financing,  the  corporation's 
subordinated  Debentureholders  may,  given  the 
definition  of  subordination,  be  junior  in  right  to 
payment  to  the  Industrial  Revenue  Bondholders 
who  have  a  corporate  guarantee  of  the  payment  on 
the  Bonds.  The  subordination  and  priority  issue 
should  be  examined  both  pre-  and  post-bankruptcy 
in  order  to  properly  analyze  the  right  to  payment 
of  Municipal  B(bndholders  and  other  creditors. 

10.       Treatment  of  Ohgintd  Issue  Discount  Bonds  in 
Bankruptcy. 

Paragraph  (2)  of  Section  502(b)  of  the  Bankruptcy 
Code  requires  disallowance  of  a  claim  in  Bank- 
ruptcy to  the  extent  the  claim  is  for  unmatured 
interest  as  of  the  date  of  the  petition  since  the 
petition  in  bankruptcy  accelerates  principal  and 
suspends  the  accrual  of  interest.  Where  an  obliga- 
tion is  acquired  at  $950  due  to  an  original  issue 
discount  and  is  valued  at  maturity  at  $1,000,  it 
must  be  ascertained  by  the  Bankruptcy  Court  how 
much  of  the  $1,000  face  amount  represents  princi- 
pal and  accrued  interest  as  of  the  date  of  the 
filing  of  the  petition.  See  Sexton  v.  Dreyfus, 
219  U.S.  339  (1910). 
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11,       Security  Fraud  CUdma  and  Indemnity, 

a.  Security  Fraud  Claims. 

A  Court  has  held  that  the  Tenth  Amend- 
ment to  the  Federal  Constitution  does  not 
protect  a  municipality's  issuance  of  Indus- 
trial Development  Bonds  from  application 
of  the  Federal  Securities  Law  since  issu- 
ance of  such  bonds  does  not  rise  to  the  level 
of  traditional  g^ovemmental  function. 
Woods  V.  Home  and  Structures  of  Pittsburg 
Kansas,  Inc.  489  F.  Supp.  1270  (D.  Kan. 
1980).  Any  claims  made  in  a  Chapter  9  or 
Chapter  11  proceeding  based  on  Federal  or 
State  Securities  law  ("for  recission  of  a 
purchase  or  sale  of  a  security  of  a  debtor  or 
of  an  affiliate  or  for  damages  arising  from 
the  purchase  or  sale  of  such  security")  are 
subordinate  for  the  purpose  of  distribution 
to  all  claims  and  interests  that  are  senior  or 
equal  to  claims  or  interests  represented  by 
such  security.  Accordingly,  security  hol- 
ders (or  even  bargain  purchasers  of  securi- 
ties) cannot  elevate  or  increase  their  claim 
in  a  Chapter  9  or  11  proceeding  alleging 
Federal  or  State  Security  Fraud  law  viola- 
tions. [Section  5 10(c)]  See  H.R.  Rep.  No. 
95-5959  95th  Cong.,  1st  Sess  (1977),  p.  194. 

b.  Indemnity  of  Municipal  Officers,  Agents  or 
Others. 

Generally  indemnification  for  liability  of 
officers,  agents  and  others  under  Federal 
and  State  securities  law  is  not  permitted. 
See  e.g.,  Heizer  Corporation  v.  Ross,  601 
F.2d  330,  334  (7th  Cir.  1979)  ["Whereas 
contribution  supports  the  policy  of  securi- 
ties legislation,  indemnification  tends  to 
frustrate  and  defeat  it."];  Globus  v.  Law 
Research  Service,  Inc.,  418  F.2d  1276, 
1287-88  (2d  Cir.  1969)  [holding  an  indemnity 
agreement  cannot  be  enforced  against 
corporation  for  public  policy  reasons].  In  re 
THC  Financial  Corp.,  446  F.  Supp.  1329 
(D.Haw.  1977).  Further,  Bondholders  and 
others  can  argue  that  any  such  indemnity 
claim  if  allowed  should  be  subordinated 
under  §51 0(e)  of  the  Banlcruptcy  Code  based 
on  principles  of  equitable  subordination.  In 
equity  no  party  is  to  profit  from  that 
party's  own  wrongdoing.     The  Bondholders 
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and  other  (general  trade  creditors  have 
extended  credit  in  reliance  upon  the  finan- 
cial status  of  the  debtor  and  the  proper 
action  of  its  officers,  ag^ents  and  those 
acting^  on  its  behalf,  and  therefore,  the 
errant  officers,  ag^ents  and  those  acting^  on 
its  behalf  claim  for  Indemnity  (judgment  or 
legal  fees  and  expenses)  should  be  subordi- 
nate under  S5 10(c).  See  Pepper  v.  Litton, 
308  U.S.  295  (1939);  In  re  Sterling  Homex 
Corporation.  579  F.2d  206  (2d  Cir.  1978);  In 
re  Mobil  Steel  Company,  563  F.2d  692  (5th 
Cir.  1977);  In  re  American  Reserve  Corpor- 
ation, Case  No.  80  B  4786,  United  States 
Bankruptcy  Court,  Northern  District  of 
Illinois,  Eastern  Division,  Unpublished 
Opinion  dated  September  10,  1980. 

12.       Treatment  of  Labor  Contracts  in  Bankruptcy. 

On  February  22,  1984,  in  the  matter  of  National 

Labor  Relations  Board  v.  Bildisco  and  Bildisco, 

U.S. ,  104  S.  Ct.  1188,  79  L.Ed.2d  482  (1984), 

the  Supreme  Court  held  that  S365(a)  of  the  Bank- 
ruptcy Code  provides  that,  with  certain  excep- 
tions, the  trustee  (or  a  municipality  in  a  Chapter  9 
proceeding)  may  assume  or  reject  "any  executory 
contract**  of  the  debtor,  including  a  collective- 
bargaining  agreement. 

a.  Facts.  Bildisco  and  Bildisco  (**Bildisco'*),  a 
New  Jersey  general  partnership  in  the  busi- 
ness of  distributing  building  supplies,  filed  a 
voluntary  petition  in  bankruptcy  for  reor- 
ganization under  Chapter  11  of  the  Bank- 
ruptcy Code,  11  U.S.C.  SllOl  et  seq.  Prior 
to  filing,  Bildisco  had  negotiated  a  three 
year  collective  bargaining  agreement  with 
the  International  Brotherhood  of  Teamsters, 
Chauffers,  Warehousemen  and  Helpers  of 
America  (**Union'*)  which  provided  that  said 
agreement  was  binding  on  the  parties  and 
their  successors  regardless  of  bankruptcy. 
After  filing,  Bildisco  requested  permission 
from  the  Bankruptcy  Court  pursuant  to 
Section  365(a)  to  reject  the  collective 
bargaining  agreement.  At  the  hearing, 
Bildisco's  sole  witness  was  a  general  partner 
who  testified  that  rejection  would  save  his 
company  $100,000  in  1981. 

b.  Supreme  Court  Holding.  A  collective  bar- 
gaining agreement  is  an  executory  contract 
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which  is  subject  to  rejection  under  Section 
36S(a).  According^  to  the  Court,  the  fact 
that  Congress  did  not  exclude  collective 
bargaining  agreements  from  the  scope  of 
Section  365  indicates  that  Congress  inten- 
ded that  Section  365  apply  to  said  agree- 
ments. However,  because  of  the  ''special 
nature"  of  labor  agreements,  the  Court 
found  that  a  standard  for  rejection  more 
stringent  than  the  normal  "business  judg- 
ment** rule  should  apply.  See  Group  of 
International  Investors  v.  Chicago  Milwau- 
Icee  St.  Paul  &  Pacific  R.  Co..  318  U.S.  523; 
In  re  Minges,  602  F.2d  38  (2d  Cir.  1979);  In 
re  Telco.  Inc.,  558  F.2d  1369  (10th  Cir, 
1977).  According  to  the  Court,  the  Banlc- 
ruptcy  Court  should  permit  rejection  of  a 
collective  bargaining  agreement  subject  to 
S365(a)  but  only  if  the  debtor  can  show  that 
the  agreement  both  burdens  the  estate  and 
that  the  equities  balance  in  favor  of  rejec- 
tion. This  would  include  a  consideration  of 
the  lilcelihood  and  consequences  of: 

(1)  liquidation  for  the  debtor  absent 
rejection; 

(2)  the  reduced  value  of  the  creditors' 
claims  that  would  follow  from  affir- 
mance and  the  hardship  that  would 
impose  on  them;  and 

(3)  the  impact  of  rejection  on  the 
employees. 

In  striking  the  balance,  the  Banlcruptcy 
Court  must  consider  not  only  the  degree  of 
hardship  faced  by  each  party,  but  also  any 
qualitative  difference  between  the  types  of 
tiardship  each  may  face.  Nevertheless,  the 
Court  rejected  the  test  espoused  by  the 
Union  that  Bildisco  should  not  be  permitted 
to  reject  the  collective  bargaining  agree- 
ment unless  it  could  demonstrate  that  its 
reorganization  would  fail  unless  rejection 
was  permitted. 

c.  Legislation.  As  set  forth  below,  the  recent 
Amendments  modified  Bildisco's  holding 
regarding  the  standard  to  be  applied  and 
other  aspects  of  the  holding. 
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d.  Impact  on  Municipal  Bankruptcy.  Given  the 
fact  that  labor  obligations  are  among  the 
most  burdensome  problems  faced  by  muni- 
cipalities as  evidenced  by  the  San  Jose 
School  District  bankruptcy,  the  Bildisco 
result  obviously  could  be  attractive  to  some 
local  governments.  However,  municipal 
workers  generally  perform  a  governmental 
function.  It  is  not  clear  then  whether  the 
Bildisco  holding  would  govern  a  Municipal 
Bankruptcy,  absent  a  resolution  by  the 
debtor  municipality's  legislative  body,  given 
the  provisions  of  Section  904  of  the  Code 
which  states  that  the  Court  cannot  inter- 
fere with  the  political  or  governmental 
powers  of  the  Debtor.  Further,  if  Bildisco 
is  to  be  applicable  to  a  Chapter  9,  a  clearer 
standard  for  review  by  the  Bankruptcy 
Court  should  be  promulgated  to  ensure  no 
violation  of  Section  904  and  the  Tenth 
Amendment. 

13.  Municipal  Bankruptcy  and  Its  Effect  on  the  Ability 
of  the  Institutional  Mvestor  to  Hold  Municipal 
Bonds  Pursuant  to  State  Legal  Investment  Law. 

a.  General  Prohibition.  A  municipality  may  in 
a  Chapter  9  proceeding  obtain  under  S944  a 
discharge  of  its  obligations  including  dis- 
charge of  its  obligations  on  its  municipal 
bonds.  Such  a  discharge  may  render  the 
future  securities  issued  by  a  municipality  to 
be  a  prohibited  investment  under  state  legal 
investment  laws  governing  investments  by 
fiduciaries  (see  90  C.J.S.  Trusts  S326)  which 
arguably  could  prohibit  institutions  from 
investing  in  securities  of  a  municipality 
that  has  defaulted  on  its  obligation  and 
subsequently  received  a  discharge  in  bank- 
ruptcy. The  trend  is  that  most  states  are 
repealing  such  statutes  and  leaving  invest- 
ment decisions  up  to  the  Fiduciary. 

b.  Conflict  of  Federal  and  State  Law.  Some 
may  argue  that  such  state  legal  investment 
laws  if  applied  to  prohibit  investment  in  the 
securities  of  a  Chapter  9  Debtor  are  incon- 
sistent with  the  '^rehabilitative  purposes  of 
Chapter  9"  since  the  effect  of  such  law  is 
to  prevent  a  municipality  using  a  Chapter  9 
proceeding  from  being  able  after  discharge 
of  its  debts  to  issue  new  securities  which 
would  be  qualified  investments  under  the 
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state  investment  law.  Some  may  arf^e  that 
the  federal  law  should  prevail  over  the 
state  law  g^iven  such  a  conflict.  See  Perez 
V.  Campbell,  402  U.S.  637  (1971)  and 
11  U.S.C.  S529  (protection  of  the  Debtor 
from  gfovemmental  discrimination).  See 
also,  1978  U.S.  Code  Congressional  and 
Administrative  News,  5867.  It  should  be 
remembered  however  that  S525  does  not 
apply  to  a  Chapter  9  case,  that  S904  speci- 
fically prohibits  bankruptcy  court  intrusion 
into  the  government  and  affairs  of  the 
municipality,  and  the  Tenth  Amendment 
prohibits  the  intrusion  of  federal  statutes 
upon  the  rights  granted  to  the  state  to 
govern  its  affairs  and  its  political  subdivi- 
sions. There  was  an  attempt  to  provide  in 
Chapter  9  that  '*any  state  law  which 
directly  or  indirectly  deprives  the  peti- 
tioner of  the  effect  of  confirmation  under 
this  Chapter  is  invalid**  but  this  provision 
was  deleted  in  conference.  (See  S.2597  to 
the  original  Chapter  IX). 

14.  The  Effect  of  Municipal  D^t  Adfustmenta  and 
Workout  on  the  Tax-Exompt  Status  of  Municipal 
Bonds* 

a.  Mandatory  Issuance  of  Judgment  Bonds  to 
Pay  Off  Defaulted  and  Accelerated  Bonds. 

It  can  be  argued  that  **tax  exemption  **  on 
interest  may  be  lost  to  the  purchasers  of 
Judgment  Bonds  which  are  issued  pursuant 
to  a  mandamus  action  or  order  of  the  court 
due  to  a  default  and  acceleration  of  a 
previous  bond  issue  of  the  municipality. 
The  basis  for  this  argument  is  that  the  judg- 
ment bond,  under  these  circumstances,  is 
not  an  obligation  of  the  municipality, 
voluntarily  incurred.  Accordingly,  Internal 
Revenue  Code  (the  '*Code'*)  Si 03  does  not 
apply.  State  Statutes  which  authorize  the 
issuance  of  Judgment  Bonds  under  such 
circumstance  might  convince  a  Court  that 
such  new  Judgment  Bonds  are  voluntarily 
incurred  pursuant  to  State  law. 

b.  **Municipal  Debt  Adjustment**  or  Workout  of 
Defaulted  Bonds  May  Be  a  "Constructive 
New  Issue**. 


466 


55 

Any  "Municipal  Debt  Adjustment**  or  worlc- 
out  of  a  defaulted  municipal  bond  issue 
should  be  analyzed  to  determine  whether  or 
not  the  structure  of  the  transaction  is  such 
that  a  "constructive  issuance  of  a  new 
oblifl^ation  under  Code  Si 03"  has  taken 
place.  Further,  interest  on  "a  constructive 
new  issue"  may  not  be  tax-exempt  due  to 
changes  in  the  law  which  occur  after  the 
issuance  of  the  orig^inal  oblig^ations.  [Such 
as:  (1)  public  approval  for  the  new  issuance 
of  Industrial  Revenue  Bonds  would  again 
have  to  be  obtained,  Code  Sl03(lc);  (2)  the 
limitations  imposed  by  TEFRA  on  small 
issues  Code  Sl03(b)(6)(O);  (3)  the  limitations 
imposed  by  TEFRA  on  the  maturity  of 
certain  obligations  (Code  Sl03(b)(14)].  In 
order  to  determine  whether  or  not  a  con- 
structive issuance  of  a  new  obligation  for 
purposes  under  Code  Si 03  is  caused  by  the 
proposed  plan  of  "Municipal  Debt  Adjust- 
ment" or  workout  of  a  defaulted  municipal 
bond,  one  must  analyze  whether  or  not 
there  is  a  material  change  in  the  terms  of 
the  obligation. 

c.         The  Factors  Which  May  Cause  a  Material 
Change  in  the  Terms  of  the  Bonds. 

(1)        Change  of  the  Obligor. 

(a)        General  Considerations. 

If  an  obligor  defaults  in  its 
obligation  and  is  replaced  by 
another  Debtor  and  at  the 
time  of  the  replacement  there 
are  material  changes  made  in 
the  terms  of  the  bonds,  the 
modified  bonds  may  be 
treated  as  a  "newly  issued 
obligation"  and  if  so  the  Bonds 
will  have  to  satisfy  again  all 
Code  Si 03  requirements  if 
interest  thereon  is  to  be  tax 
exempt.  Rev.  Rul.  81-281, 
1981.  On  the  other  hand,  if  a 
new  Debtor  simply  assumes 
all  the  former  obligor's  obli- 
gations on  the  debt  and  no 
material  changes  are  made  in 
the  terms  of  the  obligations, 
the    change    in    the    Debtors 
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should  not  affect  the  tax- 
exempt  nature  of  the  inter- 
est. Rev.  Rul.  79-262,  1979. 
A  mere  change  in  an  obiic^r 
unaccompanied  by  any  mater- 
ial change  in  the  terms  of  the 
underlying  obligation  should 
not  result  in  the  issuance  of  a 
new  obligation  for  Code  S103 
purposes. 


(b)        Example. 


(i)  If  a  political  subdivision 
issued  bonds  to  construct  a 
facility  as  part  of  industrial 
revenue  bond  financing  and 
the  bonds  were  secured  by  a 
mortgage  note  on  the  facility 
and  the  corporation  defaulted 
on  the  mortgage  note  and  the 
bond  trustee  foreclosed  and 
sold  the  facility  to  a  different 
corporation  who  executed  a 
mortgage  note  with  different 
terms  than  the  prior  note 
(alteration  of  either  principal 
amount,  interest  rate  or 
maturity)  and  the  political 
subdivision  did  not  approve 
the  transfer  or  did  not  author- 
ize malcing  the  new  mortgage 
nor  file  an  election  to  have 
the  new  bonds  treated  as  an 
exempt  small  issue,  interest 
on  the  bonds  would  probably 
no  longer  be  tax-exempt. 

(i!)  Assignment  by  bankruptcy 
corporate  obligor  of  its  rights 
as  lessee  on  municipal  bond 
financed  facility  and  assump- 
tion by  a  new  private  corpora- 
tion of  the  banlcrupt  obligor's 
obligation  under  the  lease  and 
on  the  bonds  should  not  affect 
the  bonds*  status  under  Code 
S103  even  though  credit 
enhancement  (letter  of  credit 
or  the  guarantee  insurance) 
which  served  as  partial  secur- 
ity for  the  bonds  would  be 
cancelled  as  a  result  of  the 
transfer. 
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(e)        Taxable  Exchange. 

It  should  be  remembered  in  a 
Bankruptcy  or  workout  that 
even  though  the  tax  exempt 
status  on  the  interest  may  not 
be  lost,  the  exchange  may  be 
taxable  as  an  exchange  under 
Code  SlOOl(a)  and  (b).  For 
example,  the  New  York  City 
("NYCO  notes  on  which  the 
NYC  had  defaulted  were 
exchanged  for  obligations  of 
the  Municipal  Assistance 
Corporation  TMAC**)  and  such 
was  a  taxable  exchange  since 
MAC'S  interest  rates,  colla- 
teral and  maturity  dates 
differed  from  those  of  the 
NYC  Notes.  LTR  7902002; 
LTR  7845001. 

(2)  Change  in  Interest  Rate. 

The  change  in  interest  rate  on  a 
defaulted  issue  in  a  workout  or 
"Municipal  Debt  Adjustment"  may 
under  certain  circumstances  result  in 
a  constructive  issuance  of  a  new 
obligation  in  addition  to  the  change 
in  Debtor.  If  the  Bondholder 
exchanges  one  set  of  bonds  for 
another  of  the  same  obligor  but  at 
different  interest  rates  then  there  is 
possibly  a  taxable  exchange,  unless 
all  terms  of  the  old  and  new  bonds 
can  be  demonstrated  to  be  identi- 
cal. However,  there  is  some  evi- 
dence that  in  bankruptcy  contexta 
change  in  interest  rate  even  when 
there  are  other  modifications  in  the 
terms  of  the  original  obligation  may 
not  result  in  the  "constructive  issu- 
ance of  new  obligations."  See  First 
Kentucky  Company  v.  Gray,  309  F.2d 
845  (6th  Cir.  1962). 

(3)  Change  in  Maturity  or  Deferral  on 
the  Payment  of  Interest. 

A  change  in  the  maturity  date  of  an 
obligation  or  deferral  of  a  payment 
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of  interest  or  principal  on  obligations 
as  indicated  above  may  not  necessar- 
ily result  in  the  ''constructive  issu- 
ance of  new  obligations."  In 
Schaefer  v.  U.S.,  204  F.Supp.  473 
(S.D.  Ohio  1962)  affd  per  curium, 
312  F.2d  747  (6th  Cir.  1963)  cert. 
denied,  373  U.S.  933  (1963),  the 
Court  held  that  extending  the  inter- 
est payment  on  matured  Japanese 
bonds,  the  payment  of  which  had 
been  subject  to  a  moratorium  during 
World  War  II,  resulted  in  ordinary 
income  not  capital  gain  and  the 
extension  of  interest  on  defaulted 
and  matured  bonds  by  new  coupons 
did  not  produce  an  exchange  on 
which  gain  or  loss  must  be  recogni- 
zed. However,  there  are  times  when 
the  extension  of  the  maturity  date 
can  be  a  material  change  constitut- 
ing a  constructive  new  issue  and  this 
area  is  a  mine  field  for  any  success- 
ful worlcout  or  Municipal  Debt 
Adjustment. 

C.        Selective  ProMems  Arising  CXit  of  Corporate  Reorganiza- 
Uan  (Conduit  Financing). 

1.         Obtaining  Credit  (§364). 

As  discussed  supra,  a  Chapter  11  debtor  is  obiiga- 
ted  under  a  **conduit  municipal  financing**  to  obtain 
secured  or  unsecured  credit.  This  is  in  contrast  to 
the  debtor's  inability  to  assume  executory  con- 
tracts to  borrow  money.  Hence,  the  lender  who 
wishes  to  proceed  with  a  loan  may  enter  into  a 
new  agreement,  with  adequate  provisions  to  com- 
pensate for  the  additional  risic  inherent  in  lending 
to  an  insolvent  borrower,  but  an  unwilling  lender 
will  not  be  forced  to  perform  under  an  executory 
loan  agreement.  If  the  debtor  is  unable  to  obtain 
unsecured  credit  (which  is  allowable  as  an  adminis- 
trative expense)  the  court,  after  notice  and  hear- 
ing, may  authorize  incurring  of  debt  with  priority 
over  all  administrative  expenses,  secured  by  a  lien 
on  property  not  otherwise  encumbered,  or  secured 
by  a  junior  lien  on  property  that  is  already  subject 
to  a  lien.  If  the  debtor  is  unable  to  obtain  credit 
any  other  way,  the  court  may  authorize  incurring 
of  debt  secured  by  a  senior  or  equal  lien  on  prop- 
erty that  is  subject  to  a  lien.  The  debtor  has  the 
burden  of  proving  that  the  prior  iienholder's  inter- 
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est  is  adequately  protected.  The  ''adequate  pro- 
tection" standard  of  Section  364  replaces  stan- 
dards derived  under  prior  case  law  dealing^  with  the 
likelihood  of  a  successful  reorganization.  Third 
Avenue  Transit  Corp.,  198  F.2d  703  (2d  Cir.  1952). 

2,         The  Examiner/Trustmm  Problem  (Section  1104), 

a.  Appointment  of  Trustee.  A  trustee  may  be 
appointed  by  the  court  "for  cause,  including^ 
fraud,  dishonesty,  incompetence,  or  gross 
mismanagement  of  the  affairs  of  the  debtor 
by  current  management,**  or  if  such 
appointment  is  "in  the  interest  of  creditors, 
any  security  holders  and  other  interests  of 
the  estate."  (The  number  of  stockholders 
and  amount  of  assets  or  liabilities  of  the 
debtor  are  not  to  be  considered  as  cause. 
This  language  explicitly  sets  forth  Congress' 
rejection  of  mandatory  appointment  of 
trustees  for  public  companies.) 

(1)  The  mismanagement  of  former  man- 
agement is  to  be  distinguished  from 
current  management  as  is  general 
mismanagement  (which  is  probably 
present  to  some  degree  in  any  insol- 
vent company)  from  gross  misman- 
agement. The  "best  interests"  stan- 
dard is  probably  too  vague  to  support 
appointment  of  a  trustee  on  that 
basis  alone,  despite  the  legislative 
intent  in  drafting  it,  because  it  is 
difficult  to  imagine  a  situation 
where  grounds  will  exist  for 
appointment  under  the  "best  inter- 
est" standard  where  "cause"  for  such 
appointment  will  not  also  exist. 

(2)  Duties  of  Trustee.  A  Chapter  11 
trustee  has  the  following  duties: 

(a)  to  be  accountable  for  all  pro- 
perty received  [Si  106(a)(1) 
and  704(2)]; 

(b)  if  a  purpose  would  be  served, 
to  examine  proofs  of  claims 
and  object  to  allowance  of 
any  claim  that  is  improper 
[Sll06(a)(l)  and  704(4)]; 
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(e)  unless  the  court  orders  other- 
wise, to  furnish  such  inform- 
ation concerning  the  estate 
and  the  estate's  administra- 
tion as  is  requested  by  a  party 
in  interest  [Sll06(a)(l)  and 
704(6)1; 

(d)  to  file  with  the  court  and 
appropriate  taxing  authori- 
ties, periodic  reports  and 
summaries  of  operations  of 
the  business  [Sll06(a)(l)  and 
704(7)1; 

(e)  to  malce  a  final  report  and  file 
an  account  of  the  administra- 
tion of  the  estate  with  tne 
court  [Sll06(a)(l)  and  704(8)1; 

(f)  file  a  list  of  creditors,  sche- 
dule of  assets  and  liabilities 
and  a  financial  statement,  if 
debtor  has  not  already  done  so 
[Sll06(a)(2)  and  521(1)1; 

(g)  investigate  the  acts,  conduct, 
assets,  liabilities,  and  finan- 
cial condition  of  the  debtor, 
the  operation  of  the  debtor's 
business  and  the  desirability 
of  the  continuance  of  such 
business,  and  any  other  mat- 
ter relevant  to  the  case  or  to 
the  formulation  of  a  plan 
[Sll06(a)(3)l; 

(h)  file  a  statement  of  any  such 
investigation  [Si  106(a)(4)]; 

(i)  file  a  plan,  a  report  of  why 
trustee  shall  not  file  a  plan, 
or  recommend  conversion  to 
Chapter  7  or  13  or  dismissal 
[Sll06(a)(5)l; 

(])  provide  necessairy  information 
to  taxing  authorities  for  years 
in  which  debtor  failed  to  file 
tax  returns  [Sll06(a)(6)l;  and 

(Ic)  after  confirmation  of  the 
plan,  file  such  reports  as  are 
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necessary    or    as    the    court 
orders  [Si  106(a)(7)]. 

(3)  Pros  and  cons  of  Trustee;  Appoint- 
ment of  trustee  may  be  beneficial 
where  creditor's  confidence  in  debtor 
is  low.  But,  there  will  be  added 
expense  of  compensating  trustee  as 
well  as  delays  and  complications  in 
having  to  deal  with  a  third  party  who 
is  not  familiar  with  the  debtor's 
business  and  transactions  with  credi- 
tors. 

b.  Appointment  of  Examiner.  If  the  court 
does  not  appoint  a  trustee,  at  any  time 
before  confirmation  of  a  plan,  on  request  of 
a  party  in  interest,  and  after  notice  and 
hearing,  the  court  may  appoint  an  examiner 
to  conduct  an  investigation  of  the  debtor. 
[Si  104(a)]  Such  appointment  is  mandatory 
upon  request  if  the  debtor's  fixed,  liquida- 
ted unsecured  debts,  other  than  debts  for 
goods,  services  or  taxes,  or  owing  to  an  in- 
sider, exceed  $5,000,000.  Otherwise,  such 
appointment  is  required  only  if  it  is  in  the 
interest  of  creditors,  any  equity  security 
holders,  and  other  interests  of  the  estate. 
[S1104(6)] 

(1)  The  examiner  is  to  conduct  such  an 
investigation  "as  is  appropriate,** 
including  allegations  of  fraud,  dis- 
honesty, incompetence,  misconduct, 
mismanagement,  or  irregularity  in 
the  management  of  the  affairs  of  the 
debtor  of  or  by  current  or  former 
management  of  the  debtor. 
[Si  104(b)].  This  language  as  well  as 
the  legislative  history  suggest  that 
the  court  has  discretion  in  determin- 
ing the  scope  of  the  investigation. 
(See  House  Report  95-595,  Report  of 
the  Committee  on  the  Judiciary  re. 
H.R.  8200  at  page  403). 

(2)  The  examiner  may  perform  some  of 
the  duties  of  a  trustee.  [Si  106(b)]. 
Unless  the  court  orders  otherwise, 
the  examiner  shall  investigate  the 
acts,  conduct,  assets,  liabilities  and 
financial  condition  of  the  debtor,  the 
operation    of    the   debtor's   business 
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and  the  desirability  of  the  continu- 
ance of  such  business,  and  any  other 
matter  relevant  to  the  case  or  to 
formulation  of  a  plan  [Si  106(a)(3)] 
and  file  a  statement  of  such  invest i- 
g^ation  with  the  court.  [Si  106(a)(4)] 
Such  investig^ation  g^oes  well  beyond 
the  historical  functions  of  an  exam- 
iner. 

(3)  Bondholder's  interests  are  probably 
best  served  by  an  investig^ation 
having  a  broad  scope,  in  which  the 
examiner  assumes  as  many  of  the 
duties  of  trustee  as  possible,  with 
few  restrictions  on  dissemination  of 
the  progress  and  findings  of  the 
investigation.  Public  debt  holders 
are  usually  under-represented  on 
creditors'  committees  and  so  must 
rely  to  a  greater  extent  upon  the 
investigative  powers  of  the  examiner 
to  protect  their  interests. 

3.         Conflicts  of  interest, 

a.  Dual  Role  of  Lender  and  Corporate  Inden- 
ture Trustee.  The  Trust  Indenture  Act  of 
1939  does  not  prohibit  such  a  dual  role  and 
corporate  issuers  will  often  choose  as 
indenture  trustee  the  bank  with  whom  they 
have  ongoing  credit  relationships.  Although 
the  conflict  may  affect  negotiation  for 
investor  protections  in  indentures  as  well  as 
the  trustee's  performance  after  indenture 
securities  have  been  issued,  the  conflict 
becomes  most  apparent  and  serious  when 
the  issuer  becomes  insolvent.  (See 
Campbell  and  Zack,  "Put  a  Bullet  in  the 
Poor  Beast.  His  Leg  is  Broken  and  His  Use 
is  Past.  Conflict  of  Interest  in  the  Dual 
Role  of  Lender  and  Corporate  Indenture 
Trustee:  A  Proposal  to  End  It  in  the  Public 
Interest,"  The  Business  Lawyer,  Vol.  32,  p. 
1705,  July  1979.)  Under  these  circum- 
stances, the  trustee's  ability  to  fully  carry 
out  his  fiduciary  duty  to  bondholders  has 
been  questioned.  Legal  remedies  for  breach 
of  the  duty  may  be  inadequate  because  the 
bondholders  seldom  have  the  resources  to 
investigate  to  determine  if  improprieties 
have  occurred. 
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b.  Dual  Role  of  Creditors*  Committee  Member 
and  indenture  Trustee.  Although  as  an 
indenture  trustee  does  not  vote  on  a  plan  of 
reorganization,  he  may  and  in  some  cases 
should  object  to  a  plan  of  reorganization, 
demand  disclosure  of  certain  missing  infor- 
mation or  appropriate  consideration  of 
matters  not  contained  in  such  a  plan.  This 
and  other  duties  that  may  be  imposed  upon 
an  indenture  trustee  by  the  terms  of  the 
indenture  (e.g.  to  file  and  prove  a  claim  and 
to  use  the  care  and  slcill  of  a  prudent  man  in 
the  exercise  of  his  rights  and  powers  on 
behalf  of  all  bondholders)  suggest  that  in 
certain  circumstances,  the  indenture 
trustee  should  seek  membership  on  the 
creditors  committee.  When  doing  so,  he 
should  consider  making  application  to  the 
court  for  a  determination  that  no  conflict 
of  interest  exists  in  his  dual  role  as  inden- 
ture trustee  and  committee  member,  since 
a  member  of  a  creditor's  committee  owes  a 
fiduciary  duty  to  all  creditors,  while  the 
indenture  trustee  owes  a  fiduciary  duty  to 
all  bondholders.  See,  May  13,  1982  Order  of 
the  court  allowing  indenture  trustee  to 
serve  on  Creditors'  Committee  in  In  re 
Wickerf  Companies,  Inc.,  Case  No.  LA-82- 
6659-WL  pending  in  the  United  States 
Bankruptcy  Court  for  the  Central  District 
of  California.  See  also,  Matter  of  REA 
Holding  Corp.,  8  B.R.  75  (S.D.N.Y.  1980); 
Woods  v.  City  National  Bond  &  Trust  Com- 
pany, 312  U.S.  262  (1941);  York  v.  Guaranty 
Trust  Company,  143  F.2d  503  (2d  Cir.  1934); 
Rothchild  V.  Jefferson  Hotel  Company,  56 
F.Supp.  315  (E.D.MO.  1944). 


iV.        RECENT  AhtENDMENTS. 

A.  On  July  10 f  1994^  President  Reagan  signed  H.R.  5174,  the 
Bankruptcy  Amendments  end  Federal  Judiciary  Act  of 
1984  C1984  Act").   This  legislation  consists  of  three  main 


1.  Creation  of  a  new  Bankruptcy  Court  to  replace  the 
Banlcruptcy  Reform  Act  provisions  found  unconsti- 
tutional in  Northern  Pipeline  in  the  Supreme 
Court's  decision  of  June  28,  1982,  (Title  I  of  the 
1984  Act); 


475 


64 

2.  Creation  of  additional  district  and  circuit  court 
judgeships  (85),  40  to  take  effect  in  1984,  45  to 
taice  effect  in  1985;  (Title  II  of  the  1984  Act);  and 

3.  Amendment  of  the  Bankruptcy  Code  making 
changes  in  areas  where  either  certain  abuses  or 
concerns  were  raised  regarding  the  Bankruptcy 
Reform  Act  of  1978.  (Such  areas  as  rejection  of 
labor  contracts,  grain  storage  facilities  bankrupt- 
cies, repurchase  agreements,  time-sharing  agree- 
ments, shopping  center  bankruptcies,  and  consu- 
mer credit.)  (Title  III  of  the  1984  Act) 

B.        Jurisdiction,  Court's  Structure  and  Effective  Date. 

1.  Jwkt^a  and  Courts 

H.R.  5174  creates  a  new  Bankruptcy  court  pursuant 
to  which  Article  I  Bankruptcy  judges  are  appointed 
for  14  year  terms  by  the  respective  Circuit  Court 
of  Appeals  and  may  hear  cases  and  proceedings 
referred  to  them  by  the  specific  District  Court. 
The  District  Court,  pursuant  to  the  28  U.S.C. 
Sl334(a)  has  original  and  exclusive  jurisdiction  of 
cases  under  Title  11.  The  1984  Act,  28  U.S.C. 
Si 57(a)  authorizes  referral  of  such  cases  to  Bank- 
ruptcy judges  while  28  U.S.C.  S557(b)(l)  provides 
Bankruptcy  judges  may  hear  and  determine  all 
cases  under  Title  U  and  all  core  proceedings  as 
defined  in  the  Act  arising  under  Title  11  [See  28 
U.S.C.  Sl57(b)(2)(A-0)  setting  forth  a  non- 
exclusive listing  of  core  proceedings.]  Bankruptcy 
judges  may  hear  non-core  proceedings  either  with 
the  consent  of  the  parties  or  as  a  '*magistrate'*  as 
in  a  preliminary  hearing  proposing  findings  of  fact 
and  conclusions  of  law  to  the  District  Court  for  a 
de  novo  review. 

2.  Constitutionality  of  the  Present  Bankruptcy  Court. 

Various  members  of  Congress,  the  media  and  the 
legal  profession,  have  expressed  their  opinion  as  to 
the  constitutionality  of  the  Bankruptcy  Courts 
under  the  1984  Act.  It  is  probably  safe  to  say  that 
the  Court's  structure,  the  Article  I  status  of  judges 
and  the  jurisdictional  parameters  of  Bankruptcy 
judges  will  continue  to  be  tested  and  determined 
by  the  U.S.  Supreme  Court  in  the  near  future  or 
changed  by  Congress.  The  1984  Act  raises  one 
interesting  constitutional  issue,  and  that  is  the 
appointment  of  the  Bankruptcy  judges  by  Congress' 
continuation  of  present  sitting  Bankruptcy  judges 
after  the  expiration  of  their  terms  on  June  27, 
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1984.  Congress  had  allowed  the  Bankruptcy  judges' 
term  of  office  to  expire  with  the  passage  of  the 
June  27,  1984  deadline  and  the  laclc  of  any  legisla- 
tion in  that  time  period  extending  the  judges'  term 
in  office. 

Accordingly,  Congress,  in  Sl21(e)  of  H.R.  5174 
provides  that  the  term  of  office  of  any  Bankruptcy 
judge  serving  on  June  27,  1984  is  extended  to  and 
shall  expire  at  the  end  of  the  date  of  enactment  of 
H.R.  5174  (July  10, 1984).  Section  106(a)  of  the  1984 
Act  provides  that  the  terms  of  the  office  of  Bank- 
ruptcy judges  serving  on  the  date  of  enactment 
(July  10, 1984)  is  extended  to  and  expires  four  years 
after  the  date  the  judge  was  last  appointed  to 
office  or  on  October  1,  1986,  whichever  is  later. 
The  issue  raised  is  whether  Congress  has  the  power 
to  appoint,  in  effect  Bankruptcy  judges.  The 
Appointment  clause  of  the  U.S.  Constitution 
(Article  II,  S2,  d.  2)  provides  the  President,  with 
the  advice  and  consent  of  the  Senate,  shall  appoint 
officers  of  the  United  States  whose  appointments 
are  not  otherwise  provided  for  in  the  Constitution 
unless  Congress  vests  the  appointment  of  such 
officers  in  the  President  alone,  in  the  Courts  or  in 
the  heads  of  the  departments.  Congress  in  enact- 
ing the  1984  Act  and  by  continuing  the  term  of  the 
Bankruptcy  judges  after  their  terms  had  expired 
casts  doubt  on  the  validity  of  that  portion  of  the 
Act  appointing  the  present  Bankruptcy  Judges.  No 
doubt  there  will  be  a  determination  of  Congress' 
power  and  authority  to  so  act.  Previous  Court 
decisions  may  be  in  favor  of  striking  Sec.  121(e)  of 
the  Act  as  unconstitutional.  [See  Buckley  v. 
Valeo.  424  U.S.  1  (1976)  (Court  held  that  appoint- 
ment of  members  of  the  Federal  Election  Commis- 
sion violated  the  principles  of  separation  of  power 
as  contained  in  the  appointment  cause,  since 
members  of  Congress  were  to  appoint  certain 
numbers  of  the  Commission).  See  also  Springer  v. 
Philippine  Islands.  277  U.S.  189  (1928)  (The  Court 
held  that  the  Philippine  Islands  could  not  provide 
for  legislative  appointment  to  executive  agen- 
cies.)] However,  the  courts  which  have  reviewed 
the  issue  to  date  have  upheld  this  aspect  of  the 
1984  Act.  See  Sec.  IIIA2  infra. 

3.         Abstention  end  Core  Procoedtnga. 

The  1984  Act  provides  that  the  District  Court  must 
on  a  timely  motion  of  a  party  abstain  from  hearing 
a  proceeding  based  upon  a  state  law  claim  or  cause 
of  action  related  to  a  case  under  Chapter  11,  but 
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not  arising  under  Title  11,  or  arising  in  a  ease  under 
Title  11,  if:  (a)  the  action  could  not  have  been 
commenced  in  Federal  Court  absent  the  jurisdic- 
tion under  $1334,  and  (b)  such  an  action  is  com- 
menced and  can  be  timely  adjudicated  in  a  state 
forum  of  appropriate  jurisdiction.  This  mandatory 
abstention  provision  does  not  exclude  the  District 
Court  from  abstaining  on  other  grounds  especially 
in  cases  involving  state  law  where  state  law  is 
unsettled.  Any  decision  to  abstain  under  Sl334(c)(2) 
is  not  reviewable.  Likewise,  Congress  in  28  U.S.C. 
S157(b)(2)  has  specifically  enumerated  the  core 
proceedings  in  which  the  District  Court  need  not 
abstain,  such  as:  the  administration  of  the  estate; 
allowance  and  disallowance  of  claims  (except 
liquidation  or  estimation  of  contingent  or  unliqui- 
dated personal  injury  awards  or  wrongful  death 
claims  against  the  estate);  orders  respecting 
obtaining  of  credit,  turnover  of  property;  pro- 
ceedings to  determine  avoid  or  recover  preferen- 
ces; motions  to  terminate,  annul  or  modify  auto- 
matic stays;  proceedings  to  determine,  avoid  or 
recover  fraudulent  conveyances;  determinations  as 
to  dischargeability  of  particular  debts;  objections 
to  discharges;  determination  of  validity  and  extent 
or  priority  of  Hens;  confirmation  of  plans;  orders 
approving  the  use  or  lease  of  property  including 
use  of  cash  collateral  orders;  orders  approving  sale 
of  property  other  than  property  resulting  from 
claims  brought  by  the  estate  against  persons  who 
have  not  filed  claims  against  the  estate,  orders 
effecting  liquidation  of  assets,  except  personal 
injury  tort  or  wrongful  death  claims).  It  is  esti- 
mated that  such  core  proceedings  constitute  95% 
of  all  Bankruptcy  matters.  (See  130,  Cong.  Rec.  H 
1846-1848  (daily  ed.  March  21, 1984). 

4.         Appellate  Review. 

Under  the  1984  Act,  28  U.S.C.  S158,  provision  is 
made  for  review  by  Courts  of  Appeals,  District 
Courts  and  the  Bankruptcy  Appellate  Panels. 
Under  Sl58(a)  the  District  Court  can  hear  appeals 
from  final  judgments,  orders  and  decrees  entered 
by  Bankruptcy  judges  in  cases  referred  to  them  by 
District  Court,  and  also,  with  leave  of  court, 
interlocutory  orders  and  decrees.  Under  28  U.S.C. 
Sl58(b)  Bankruptcy  Appellate  Panels  ("BAP**) 
continue  as  they  did  under  the  Bankruptcy  Reform 
Act  of  1978  with  some  new  restrictions  placed 
upon  review.  The  new  Act  requires  consent  of  the 
parties  to  the  use  of  BAPs  and  also  a  majority  of 
the  District  Judges  for  the  district  must  vote  to 
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authorize  BAPs  within  the  District.  Further, 
under  28  U.S.C.  Sl58(c),  a  party  may  take  an 
appeal  to  the  District  Court  or  BAPs  in  the  same 
manner  as  provided  for  appeals  to  the  Court  of 
Appeal  in  the  time  provided  by  Bankruptcy  Rule 
8002.  Also  Court  of  Appeals  have  jurisdiction  over 
appeals  from  District  Court  and  BAP  under  28 
U.S.C.  Sl58(d). 

5.         Effective  Date. 

a.  Title  I  dealing  with  the  Bankruptcy  Court's 
jurisdiction  and  procedure  is  effective 
generally  as  of  the  enactment  of  H.R.  5174 
(July  10,  1984);  however,  the  the  appoint- 
ments and  salary  of  Bankruptcy  judges  is 
effective  as  of  June  27, 1984. 

b.  Title  ni  dealing  with  the  amendments  to  the 
Bankruptcy  Code,  U  U.S.C.  SlOl  et  seq.  is 
effective  ninety  (90)  days  after  the  date  of 
enactment  of  H.  R.  5174  (October  10,  1984) 
with  a  few  exceptions.  (Section  1113 
governing  rejection  of  collective  bargaining 
agreements  is  effective  upon  the  date  of 
enactment,  July  10, 1984,  but  is  not  to  apply 
to  cases  commenced  prior  to  enactment.) 

RmjecUon  of  Collective  Bargaining  Agreement. 

1.         Rejection  of  the  BOdfaco  Standard. 

As  noted  above.  Congress  in  the  1984  Act  has 
responded   to   this   Supreme   Court's  decision   of 

N.L.R.B.  V.  Bildiseo  dc  Bildisco, U.S. ,  104 

S.Ct.  1188,  79  UEd.  2d  482  (1984),  permitting 
unilateral  rejections  of  a  collective  bargaining 
agreement  by  a  debtor.  The  Supreme  Court  in 
Bildisco  has  rejected  the  standard  whereby  collec- 
tive bargaining  agreements  can  be  rejected  only  if 
it  can  be  demonstrated  that  such  was  onerous  and 
burdensome  and  would  thwart  the  efforts  to  save 
the  debtor  from  collapse.  [See  Brotherhood  of 
Railway  and  Airline  Clerks  v.  REA,  523  F.2d  164 
(2d  Cir.  1975)].  Congress  has  added  Section  1113 
to  the  Banlcruptcy  Code  which  as  noted  above  has 
the  effect  modifying  the  Supreme  Court's  ruling 
with  regard  to  rejection  of  collective  bargaining 
agreements  and  prohibiting  unilateral  rejection 
without  a  Court  hearing  and  ruling  upon  an  appli- 
cation for  such  rejection. 
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2.  Sttmdard  for  R«/«ctidn. 

Under  11  U.S.C.  Slll3(e)  a  Court  shall  approve  an 
application  for  rejection  of  a  collective  bargaining 
agreement  only  if  a  Court  finds  that: 

"1)  the  Trustee  [or  Debtor]  has  prior  to  the 
hearing  made  a  proposal  that  fulfills  the 
requirements  of  subsection  (b)(1); 

2)  the  authorized  representative  of  the 
employees  has  refused  to  accept  such 
proposal  without  good  cause  ["good  cause" 
is  an  undefined  term];  and 

3)  the  balance  of  the  equities  clearly  favors 
rejection  of  such  agreement."  The  thrust  of 
the  present  legislation  is  to  allow  a  Court 
supervised  balancing  of  interests  between 
the  collective  bargaining  agreement  and  the 
rehabilitation  of  the  company.  The  legisla- 
tion appears  directed  at  ad  hoc  determina- 
tions by  a  Court  without  detailed  and 
defined  guidelines.  The  success  of  Si  113 
will  depend  upon  the  discretion  and  future 
decisions  of  the  Courts. 

3.  Provision  of  Emergency  Jhterim  Relief. 

Congress  recognized,  in  Si  113(e)  the  need  for 
Emergency  interim  relief  and  authorized  interim 
changes  pending  full  hearing  and  determination  by 
the  Court  for  permanent  changes.  Such  interim 
changes  would  be  granted  only  if  essential  to  the 
continuation  of  debtor's  business  or  in  order  to 
avoid  irreparable  damage  to  the  estate.  The  Court 
may  order  interim  changes  after  notice  and  a 
hearing  scheduled  in  accordance  with  the  needs  of 
the  trustee  or  debtor. 

4.  Dobtor's  Required  Diaelosur€  of  Finoftcial  btforma- 
Uon  CBvl  Offm-. 

Congress  in  Si  11 3(b)(1)  requires  the  debtor  to 
make  a  proposal  to  the  authorized  representative 
of  the  employees  based  upon  the  most  complete 
and  reliable  information  available  at  the  time 
setting  forth  the  modifications  in  employee  bene- 
fits and  protections  necessary  to  permit  the  reor- 
ganization of  the  debtor  in  a  manner  which  is  fair 
and  equitable  to  all  creditors  and  affected  par- 
ties. This  section  also  requires  that  all  represen- 
tatives of  the  employees  be  provided  with  relevant 
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information  as  is  necessary  to  evaluate  the  propo- 
sal. It  appears  that  Si  113(e)  combined  with  the 
full  disclosure  requirements  contained  in 
Si  113(b)(1)  may  have  the  practical  result  of  having 
Courts  order  interim  changes  while  authorizing 
and  allowing  representatives  of  employees  to 
review  the  relevant  information  and  enter  into 
further  negotiations. 

5.  ExpecKtious  Hearing. 

Section  U13(d)(l)  provides  for  expeditious  Court 
review  providing  that  upon  the  filing  of  an  applica- 
tion for  rejection,  the  Court  shall  schedule  a 
hearing  to  be  held  not  later  than  14  days  after  the 
date  of  filing  such  application,  however,  the  Court 
may  extend  the  time  for  commencement  of  such 
hearing  for  a  period  not  exceeding  7  days  where 
the  circumstances  of  the  case  and  the  interests  of 
justice  require  such  extension  or  for  additional 
periods  to  which  the  trustee  or  debtor  and  the 
representative  of  the  employer  may  agree.  If  the 
Court  does  not  rule  on  such  application  within 
thirty  days  after  the  date  of  the  commencement 
of  the  hearing  or  within  such  additional  time  as 
the  trustee  (debtor)  and  employees'  representative 
may  agree,  the  trustee  (debtor)  may  terminate  or 
alter  any  provision  of  the  collective  bargaining 
agreement  pending  the  ruling  of  the  Court.  (28 
U.S.C.  Si  113(d)(2)).  This  tight  time-frame  may  in 
effect  require  agreement  between  the  debtor  and 
the  representatives  of  the  employees  for  interim 
relief  under  Section  1113(e)  while  additional 
discovery  and  analysis  is  conducted  by  the  author- 
ized representatives  of  the  employees.  The  facts 
of  the  situtation  may  require  the  Court  to  author- 
ize the  debtor  to  proceed  with  interim  changes  in 
the  collective  bargaining  agreement  while  the 
authorized  representative  of  the  employees  con- 
duct the  discovery  necessary  to  adequately  repre- 
sent the  employees'  interest.  Absent  full  disco- 
very and  analysis  as  inappropriate  result  can  be 
obtained  by  either  the  debtor  or  the  authorized 
representative  of  the  employees. 

6.  AppUcability  to  Chofiter  9. 

There  is  no  reference  or  amendment  contained  in 
the  1984  Act  or  Section  901  of  the  Bankruptcy 
Code  that  would  indicate  that  Section  1113  would 
be  applicable  to  the  Chapter  9  proceeding.  Fur- 
ther, Bildisco  may  be  applicable  and  still  valid  as 
to  a  Chapter  9  to  the  extent  it  is  not  inconsistent 
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with  Section  904  of  the  Bankruptcy  Code  and  the 
Tenth  Amendment. 

O.        RepMrcfiOM  Agr^^menU 

Repurchase  Agreements  (**Repos")  are  in  essence  the 
agreement  pursuant  to  which  borrowers  sell  securities  to 
lenders  and  simultaneously  agree  to  repurchase  the 
securities  at  a  set  price  at  a  later  date.  These  repur- 
chase transactions  provide  a  mechanism  of  limited  term 
investment  involving  certain  securities  (usually  U.S. 
Government  and  agencies,  mortgage-related  instruments, 
commodities  and  money  market  instruments  such  as 
certificates  of  deposit,  banker's  acceptances  and  com- 
mercial paper).  This  Repo  market  constitutes  a  signifi- 
cant part  of  the  security  transaction  in  the  United  States. 
Thirty-six  members  of  the  Association  of  Primary 
Dealers  in  the  U.S.  Government's  Securities  alone  engage 
in  Repo  transactions  amounting  to  $25  to  30  billion 
dollars  each  day  and  the  aggregate  daily  amount  of  Repo 
transactions  amounting  to  several  hundred  billion  dollars 
(see  S.  Rep.  98-6S»  98th  Cong.,  1st  Sess.,  45).  The  effec- 
tive operation  of  this  market  can  only  be  assured  if  the 
investors  are  protected  against  the  insolvency  of  the 
dealer  or  related  parties  in  the  Repo  transactions.  Given 
this  inter-related  nature  of  the  parties  to  the  transaction 
collapse  of  one  institution  in  the  Repo  market  could  have 
significant  repercussions  throughout  the  securities  indus- 
try. The  1984  Act  in  Title  III,  F  is  intended  to  provide 
protection  to  the  Repo  market. 

1.         tHfiniUon, 

Section  101  of  the  Bankruptcy  Code  has  added  new 
subsections  35  and  36  defining  respectively  "Repo 
Participants'*  and  "Repurchase  Agreements.** 
Repurchase  agreements  means  **an  agreement, 
including  related  terms,  which  provides  for  the 
transfer  of  certificates  of  deposits,  eligible  ban- 
ker's acceptances,  or  securities  that  are  direct 
obligations  of,  or  that  are  fully  guaranteed  as  to 
principal  and  interest  by  the  United  States  or  any 
agency  of  the  United  States  against  transfer  of 
funds  by  the  transferee  of  such  certificates  of 
deposit,  eligible  banker's  acceptances,  or  securi- 
ties with  simultaneous  agreement  by  such  trans- 
feree to  transfer  to  the  transferers  thereof  certi- 
ficates of  deposit,  eligible  banker's  acceptances, 
or  securities  as  described  above  at  a  date  certain 
not  later  than  one  year  after  the  transfers  or  on 
demand  against  the  transfer  of  funds.**  Repo 
participant  means,  '*an  entity  that,  on  any  day 
during  the  period  beginning  90  days  before  the 
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date  of  the  filing  of  the  petition,  has  an  outstand- 
ing repurchase  agreement  with  the  debtor.** 

2.  Modification  of  Automatic  Staya» 

Section  362  (b)  is  modified  by  the  insertion  of  a 
new  paragraph  7  which  provides  that  the  filing  of  a 
Bankruptcy  petition  does  not  operate  as  a  stay  as 
to  the  settlement  by  a  Repo  participant  of  any 
mutual  debt  and  claim  under  or  in  connection  with 
the  repurchase  agreement  that  constitutes  the  set- 
off of  a  claim  against  the  debtor  for  a  margin 
payment,  or  a  settlement  payment,  as  defined  in 
S741(5)  or  (15)  or  (8)  of  the  Bankruptcy  Code  arising 
out  of  the  repurchase  agreement  against  cash, 
securities  or  other  property  held  by  or  due  from 
the  Repo  participant  to  margin,  guaranty,  secure 
or  settle  repurchase  agreements. 

3.  Limitation  on  Truat99  Avoidance  Powm'  end  EUm- 
inatian  of  Pr^fm'encea, 

The  1984  Act,  by  amending  S546  of  the  Bankruptcy 
Code  and  inserting  a  new  paragraph,  provides  that 
a  Trustee  may  not  avoid  a  transfer  that  is  a  mar- 
gin payment  or  a  settlement  payment  made  by  or 
to  a  Repo  participant  in  connection  with  a  repur- 
chase agreement  that  is  made  before  the  com- 
mencement of  the  case  except  as  provided  for  in 
S548(a)(l)  of  the  Title  which  deals  with  fraudulent 
transfers  and  obligations.  Further,  S548(d)(2)  of 
the  Bankruptcy  Code  is  amended  to  provide  that  a 
Repo  participant  that  receives  a  margin  payment 
in  connection  with  a  repurchase  agreement  takes 
for  value  to  the  extent  of  such  payment.  Accor- 
dingly, any  legitimate  payment  on  a  repurchase 
agreement  which  constituted  a  margin  payment  or 
settlement  payment  would  not  be  a  voidable 
preference  under  S547. 

4.  Contract  Ri^U  to  Liquidate  a  Repurchase  Agree- 
ment. 

The  new  S559  is  added  to  the  Bankruptcy  Code 
under  the  1984  Act  which  provides  that  the  con- 
tractual right  of  a  Repo  participant  to  cause 
liquidation  of  a  repurchase  agreement  shall  not  be 
stayed,  avoided  or  otherwise  limited  by  the  opera- 
tion of  any  provision  of  the  Bankruptcy  Code  or  by 
an  Order  of  Court  or  administrative  agency  in  any 
proceeding  unless  the  debtor  is  a  stock  broker, 
securities  clearing  agency  and  such  order  is  auth- 
orized by  the  Securities  Investors  Protection  Act 
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of  1970.  Further,  in  the  event  the  Repo  partici- 
pant liquidates  one  or  more  of  the  repurchase 
agreement  with  the  debtor,  under  the  terms  of  one 
or  more  of  such  agreements,  and  the  Repo  partici- 
pant has  agreed  to  deliver  assets  subject  to  the 
repurchase  agreement  to  the  debtor,  any  excess  of 
the  maricet  price  received  on  liquidation  of  such 
asset  over  the  sum  of  the  stated  repurchase  price 
and  all  expenses  in  connection  with  liquidation  of 
the  repurchase  agreement  shall  be  deemed  prop- 
erty of  the  estate  subject  to  the  rights  of  set  off. 
This  has  the  effect  of  allowing  the  liquidation  of 
the  repurchase  agreement  pursuant  to  its  terms 
with  any  "profits'*  less  expense  of  liquidation  going 
to  the  debtor. 

B.        Changes  to  Section  547  (Prefm'encea), 

Changes  to  S547(b)(4)  allow  the  trustee  to  avoid  preferen- 
tial transfers  between  90  days  and  one  year  before  the 
date  of  filing  a  petition.  If  the  creditor  at  the  time  of 
the  transaction  was  an  insider,  no  longer  is  the  debtor  or 
trustee  required  to  demonstrate  that  the  insider  had 
reasonable  cause  to  believe  that  the  debtor  was  insolvent 
at  the  time  of  the  transfer  in  order  to  avoid  the  transac- 
tion. This  provision  will  lead  to  in  effect  a  "presumption^* 
of  insider  transaction  being  preferential  during  the  period 
of  one  year  prior  to  Banlcruptcy  regardless  of  knowledge 
and  the  expectation  of  all  creditr  Further  S547(c)(2)  is 
amended  to  prevent  the  trustee  f.  .m  avoiding  payments 
made  in  the  ordinary  course  of  business  of  debts  incurred 
in  the  ordinary  course  of  business  according  to  ordinary 
business  terms  even  though  the  transfer  is  made  later 
than  45  after  the  debt  was  incurred.  This  elimination  of 
forty-five  day  rule  may  provide  some  comfort  to  buyers 
of  commercial  paper  with  maturities  in  excess  of  45 
days.  Also,  a  new  S547(g)  was  added  to  the  Banlcruptcy 
Code  to  set  forth  a  burden  of  proof  allocation.  Under 
this  section,  the  burden  of  proving  the  avoidability  of  a 
transfer  is  on  the  trustee  and  the  creditor  or  parties  in 
interest  against  whom  recovery  or  avoidance  is  sought 
has  the  burden  of  proving  nonavoidability  of  the  transfer. 

F.         Governmental  Unit's  Objection  to  Chapter  II  Plans. 

Section  1129(d)  of  the  Banlcruptcy  Code  provides  that 
governmental  bodies  may  object  to  a  Chapter  11  plan  of  a 
corporation  if  the  principle  purpose  of  the  plan  is  the 
avoidance  of  taxes  or  the  avoidance  of  S5  of  the  Securi- 
ties Act  of  1933.  The  1984  Act  amends  1129(d)  to  require 
that  the  governmental  unit  has  the  burden  of  proving  that 
the  principle  purpose  of  the  Chapter  11  plan  is  such  avoid- 
ance so  as  to  require  denial. 
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G.        Specific  Amendmmits  to  Chapter  9. 

There  are  a  number  of  specific  amendments  to  Chapter  9, 
some  are  technical  non-substantive  changes,  but  some  are 
of  interest  including  the  following: 

1.  Section  902  of  the  Bankruptcy  Code  is  amended  to 
read  as  follows:  ***special  tax  payer'  means  record 
owner  or  holder  of  legal  or  equitable  title  to  real 
property  against  which  a  special  assessment  or 
special  tax  has  been  levied,  the  proceeds  of  which 
are  the  sole  source  of  payment  of  an  obligation 
issued  by  the  debtor  to  defray  the  costs  of  an 
improvement  relating  to  such  real  property.** 
(change  underlined) 

2.  Section  922(a)(1)  is  modified  to  read  as  follows: 
'*the  commencement  or  continuation,  including  the 
issuance  or  employment  of  process,  of  a  judicial 
administrative  or  other  action  or  proceeding 
against  an  officer  or  an  inhabitant  of  the  debtor 
that  seeks  to  enforce  a  claim  against  the  debtor.** 
(change  underlined) 

I  3.         Section  927(b)  is  amended  to  read  as  follows:  '*The 

Court  shall  dismiss  a  case  under  this  chapter  if 
confirmation  of  a  plan  under  this  chapter  is 
refused.**  (change  underlie -^d) 

4.  Section  943(b)  of  the  Bankruptcy  Code  is  amended 
to  read  as  follows:  **(4)  The  debtor  is  not  prohibited 
by  law  from  taking  any  action  necessary  [deletion] 
to  carry  out  the  plan;  (5)  except  to  the  extent  that 
the  holder  of  a  particular  claim  has  agreed  to  a 
different  treatment  of  such  claim,  the  plan  pro- 
vides on  the  effective  date  of  the  plan  each  holder 
of  a  claim  of  a  kind  specified  in  S507(a)(l)  of  this 
title,  will  receive  on  account  of  such  claim  cash 
equal    to    the   allowed    amount    of   such   claim.*' 

!  (change  underlined) 

5.  Section  945(a)  is  amended  to  read  as  follows:  '*The 
Court  may  retain  jurisdiction  over  the  case  for 
such  a  period  of  time  as  is  necessary  for  the 
successful  implementation  of  the  plan.**  (change 
underlined) 

H.        Leasehold  Management  Amendments  and  Others, 

The  1984  Act  has  a  number  of  other  changes,  which  should 
not  significantly  effect  a  Chapter  9  proceeding,  and 
which  are  not  discussed  herein,  such  as  changes  relating 
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to  consumer  credit,  grain  storage  facility  Bankruptcy, 
shopping  center  Bankruptcy,  discharge  of  debts  incurred 
by  drunk  drivers  and  time  sharing  agreements  and  a 
number  of  small  corrective  changes.  With  regard  to 
shopping  center  bankruptcies,  and  the  real  estate  lease 
amendments,  it  should  be  noted  as  set  forth  above  that 
any  conduit  municipal  financing  for  industrial  revenue 
bond  purposes  which  involve  a  lease  should  not  be  treated 
as  a  real  estate  lease,  but  rather  as  a  financing  lease  for 
Banlcruptcy  purposes.  Amendments  to  S365  contained  in 
the  1984  Act  provide  that  a  non-residential  lease  is 
deemed  rejected  if  the  debtor  or  trustee  does  not  assume 
or  reject  the  lease  within  the  60  days  of  the  date  of  filing 
or  order  of  relief  or  such  longer  time  as  the  Court  may 
fix.  If  rejected  the  trustee  or  debtor  must  surrender  the 
premises  to  the  landlord  (11  U.S.C.  S365(d)(4)).  Accor- 
dingly, those  provisions  are  not  discussed  in  detail  and 
should  be,  of  little  or  no  applicability  in  Chapter  9  pro- 
ceeding. If  such  were  applicable  to  municipal  conduit 
financing  and  municipal  leases  then  S502(b)(7)  (limiting  a 
landlord  claim)  could  be  applicable  contrary  to  legislative 
intention  and  the  intention  of  the  parties  to  the  transac- 
tion. 


V.         NEED  FOR  LEGISLATIVE  CHANGE. 

A.        Present  Rmfuirement  for  Cfuvige. 

1.  Chapter  9  May  he  Needed  by  Municipalitiea. 

The  proposed  amendments  are  limited  but  neces- 
sary. As  we  all  know,  Municipal  Bond  financing  is 
part  of  the  foundation  upon  which  our  present 
municipalities  have  been  built  and  will  be  neces- 
sary for  the  future  survival  of  our  municipalities. 
There  will  be  a  number  of  cities,  especially  small 
and  medium  cities,  which  will  face  serious  budge- 
tary problems  during  the  later  half  of  the  1980's. 
These  are  the  cities  which  most  likely  will  need 
continued  municipal  finance,  especially  for  neces- 
sary improvements  or  maintenance  to  infrastruc- 
ture. 

2.  Chapter  9  interferes  With  Continued  Ability  to 
Finance, 

If  financially  troubled  cities  seek  any  relief  under 
Chapter  9  of  the  Bankruptcy  Code,  there  will  be 
increasing  concern  relating  to  termination  of  the 
pledge  of  revenues  from  such  municipal  improve- 
ments under  S552(a)  of  the  Bankruptcy  Code. 
Further,  a  financially  troubled  municipality  will  be 
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questioned  about  the  extension  of  any  credit 
during  the  90  day  period  prior  to  a  Chapter  9  pro- 
ceeding since  any  pledge  or  payment  on  the  Bonds 
could  be  deemed  a  "voidable  preference'*  under 
S547  of  the  Bankruptcy  Code.  Likewise,  Bond- 
holders of  Revenue  Bonds  who  find  the  munici- 
pality using  the  pledge  revenues  in  bankruptcy  to 
pay  necessary  municipal  expenditures  may  elect  to 
transform  that  revenue  bond  into  a  "recourse  debt'* 
under  Sllll(b)9  contrary  to  statutory  or  consti- 
tutional debt  limitations. 

3.         Amendments  Are  Neceaaary  if  Chapter  9  ia  to  he 
of  any  Benefit  to  HiunLcipaUtiea. 

Amendments  to  the  Bankruptcy  Code  which  are 
set  forth  below  seek  to  provide  assurances  to 
Investors  that  in  providing  the  necessary  financing 
for  municipalities  which  are  experiencing  a  tem- 
porary cash  flow  crisis,  the  pledge  of  revenues  for 
payments  made  on  such  obligations  will  not  be 
terminated  or  any  payment  received  by  the  Bond- 
holders forced  to  be  repaid.  It  should  be  noted 
there  would  be  significant  difficulty  in  requiring 
municipal  bondholders  who  may  number  in  the 
thousands  to  tens  of  thousands  to  repay  an  interest 
payment  which  was  made  during  the  90  day  period 
since  most  of  those  bondholders  live  outside  the 
regional  area,  the  cost  and  expense  of  retrieving 
such  ''preference  payments'*  is  prohibitive,  and  the 
ability  to  retrieve  all  such  payments  virtually 
impossible  since  the  bonds  are  publicly  traded  and 
the  holders,  pre  and  post  Chapter  9,  may  change. 

The  Diffiadtiea  Encountered  by  a  Municipality  in  a 
Chapter  9  Proceeding  Due  to  Section  547,  SS2(a)  and 
lllKb). 

i.         Operation  of  Section  547  in  a  Chapter  9  Proceed- 
ing. 

a.  As  referred  to  abaove,  given  the  present 
state  of  the  Bankruptcy  Code,  it  may  be 
argued  that  a  pledge  of  revenues  or  a 
collection  of  such  revenues  by  a  municipal- 
ity or  the  payment  of  such  revenues  to  the 
bondholders  during  ninety  days  prior  to  the 
filing  of  a  Petition  is  a  "voidable  prefer- 
ence" because  S547(e)(3)  provides  that  a 
transfer  (including  the  transfer  of  a  secur- 
ity interest)  is  not  made  until  the  Debtor 
has  rights  in  the  property. 
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b.  Further,  payments  to  defease  a  bond  issue, 
by  an  advanced  refunding  or  new  bond  issue, 
may  be  deemed  to  be  a  preference  under 
S547  depending  upon  the  source  and  timing 
of  the  payments.  Troubled  municipalities 
which  desperately  need  additional  financing 
may  experience  the  reluctance  of  the 
Market  to  purchase  securities  because 
under  the  Bankruptcy  Code  a  '^refunding 
issue"  might  be  termed  a  preference  or  the 
payments  of  pledged  revenues  within  the  90 
day  period  would  be  deemed  under  S547  to 
be  a  preference.  The  above-cited  applica- 
tion of  S547  in  a  Chapter  9  proceeding 
appears  to  violate  the  provisions  of  S904  of 
the  Bankruptcy  Code  since  the  Bankruptcy 
Court  and  the  Bankruptcy  Code  are  not 
intended  to  affect  the  municipality's  use  of 
its  revenues  and  for  that  matter  the  use  of 
its  revenues  as  payment  to  bondholders 
pursuant  to  their  claims  and  rights  under 
State  law. 

c.  As  briefly  referred  to  above,  there  are  a 
number  of  arguments  which  municipalities 
and  their  bondholders  may  offer  to  a  court 
to  alter  the  undesired  effect  of  S547  yet  it 
is  questionable  whether  a  Court,  without 
modification  of  the  language  of  S547  as 
applicable  to  a  Chapter  9,  will  accept  these 
arguments.   Municipalities  may  argue  that: 

(1)  Pledged  revenues  may  fall  within  the 
exception  relating  to  exchanges  for 
new  values  as  provided  for  in  S9-306 
of  the  Uniform  Commercial  Code 
and  accordingly  the  security  interest 
which  is  pledged  to  the  bondholders 
in  a  new  revenue  bond  Issue  which  is 
consummated  within  ninety  days  of 
the  date  of  the  municipality's  insti- 
tuting a  Chapter  9  proceeding  should 
not  be  held  voidable. 

(2)  Pledged  revenues  constitute  receiv- 
ables and  hence  only  a  partial  pre- 
ference results  to  the  extent  of  any 
net  reduction  in  the  excess  of  the 
secured  claim  over  the  value  of  the 
securities.  Section  547(a)  defines  a 
receivable  as  a  '*right  to  payment 
whether  or  not  such  right  has  been 
earned  by  performance".    (Note  the 
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definition  is  broader  than  the  Uni- 
form Commercial  Code  definition 
for  ''accounts'*)* 

(3)  The  U.S.  Constitution  (Tenth  Amend- 
ment and  Impairment  of  Contracts 
Clause)  and  State  Statutes  (granting 
unconditional  pledges  of  revenues  to 
bondholders)  mandate  a  different 
result.  If  the  lien  on  future  revenues 
is  voidable  as  a  "preference"  this 
would  be  contrary  to  public  policy 
and  State  enabling  legislation  which 
almost  invariably  provides  that  the 
pledges  of  such  revenues  are  effec- 
tive when  made  and  good  against 
other  creditors. 

There  is  no  assurance  that  these  arguments 
will  be  universally  persuasive  with  all 
Courts;  thus  legislative  change  to  prevent 
the  ill  effects  of  S547  is  warranted. 

2.         ThB  Operation  of  Section  SS2(a)  in  a  Chapter  9 
Proceeding, 

a.  In  connection  with  current  municipal 
defaults  and  threats  of  municipal  bank- 
ruptcy, there  has  been  concern  on  the  part 
of  the  Municipal  Bond  Market  as  to  whether 
a  municipality's  pledge  of  revenues  to  bond- 
holders terminates  upon  the  filing  of  bank- 
ruptcy similar  to  the  termination  of  the  lien 
of  creditors  of  a  corporation  on  its  accounts 
receivable,  inventory  and  income.  This 
issue  has  not  been  directly  decided  by  the 
Courts.  Some  Bankruptcy  Courts  in  non- 
Chapter  9  proceedings  have  held  that  they 
are  without  power  to  terminate  statutory 
tax  liens.  Further,  there  are  numerous 
legal  arguments  that  can  be  made  to  a 
Court  such  as: 

(1)  The  right  to  receive  revenues  so 
pledged  to  the  bondholders  is  a  State 
granted  property  right  and  such  a 
constitutional  and  statutory  property 
right  cannot  be  interfered  with  by  a 
Bankruptcy  Court; 

(2)  A  trust  indenture  or  bond  resolution 
that  specifies  that  it  extends  to  the 
"proceeds  of  such  property"  covers 
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the  revenues  as  proceeds  of  that 
property  when  such  are  collected  by 
the  taxing  entity  even  after  the 
institution  of  a  Chapter  9; 

b.  It  would  be  contrary  to  the  Tenth  Amend- 
ment and  the  very  principles  upon  which  the 
Municipal  Banlcruptcy  Act  of  1937  was 
predicated  and  declared  constitutional,  for 
a  Bankruptcy  Court  to  state,  pursuant  to 
S5 52(a)  of  the  Bankruptcy  Code,  that  a 
pledge  of  revenues  made  by  a  municipal 
body  pursuant  to  a  state  statute  or  a  prop- 
erly enacted  bond  resolution  can  be  termin- 
ated upon  the  institution  of  a  Chapter  9 
proceeding.  In  further  support  of  this  prac- 
tical approach  to  whether  or  not  the  pledge 
of  revenue  to  bondholders  is  terminated  by 
the  institution  of  a  municipal  bankruptcy, 
one  need  only  look  to  S904  of  the  Bank- 
ruptcy Code  which  specifically  provides 
that  '^Notwithstanding  any  power  of  the 
court,  unless  the  debtor  consents  or  the 
plan  so  provides,  the  court  may  not,  by  any 
stay,  order  or  decree  in  the  case  or  other- 
wise interfere  wlth...any  of  the  property  or 
revenues  of  the  debtor...". 

c.  It  can  be  argued  that  the  Tenth  Amendment 
and  S904  prohibit  the  interpretation  that 
pledges  of  revenues  granted  pursuant  to 
state  statute  or  constitutional  provisions  to 
bondholders  can  be  terminated  by  the  filing 
of  a  Chapter  9  proceeding.  State  law 
prescribing  a  method  of  composition  of 
indebtedness  may  not  bind  any  creditor  that 
does  not  consent  as  recognized  by  S903(l) 
of  the  Banlcruptcy  Code.  Likewise,  under 
the  Contract  Clause  of  the  Constitution, 
Article  I,  Section  10,  a  municipality  cannot 
claim  that  a  contractual  pledge  of  revenue 
can  be  terminated  by  the  filing  of  a 
Chapter  9  proceeding.  See  United  States 
Trust  Co.  V.  New  Jersey,  431  U.S.  (1977); 
Davies  v.  City  of  Minneapolis,  316  N.W.2d 
498  (D.Minn.  1982). 

3.         The  Operation  of  SBctian  1111(b)  £n  a  Chapter  9 
Proceeding 

a.  A  municipality  in  a  Chapter  9  proceeding 
will  need  sufficient  cash  flow  to  pay  ongo- 
ing necessary  municipal  expenditures  such 
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as  Police,  Fire,  Sanitation,  Water  and 
Electricity.  The  municipality  may  attempt 
to  use  revenue  generated  by  a  profitable 
municipal  operation  even  though  such  is 
pledged  to  revenue  bondholders.  Under 
S362,  the  revenue  bondholders  are  stayed 
from  commencing  an  action  against  the 
municipality  for  diversion  of  revenues.  The 
Bondholders  could  bring  an  action  under 
S362(d)  for  adequate  protection  or  lifting 
the  stay.  The  Bondholders  could  under 
Sll  11(b)  transform  their  **non  recourse" 
Revenue  Bond  Issue  into  a  '^recourse"  (gen- 
eral obligation)  of  the  municipality. 

b.  Even  though  the  legislative  history  and  S904 
of  Chapter  9  recognizes  that  the  Bank- 
ruptcy Court  should  not  interfere  with  the 
revenues,  government  and  affairs  of  the 
municipality  and  the  application  of  Si  11 1(b) 
may  cause  the  municipality  to  exceed  its 
constitutional  or  statutory  debt  limitation. 
There  is  no  social  redeeming  purpose  for 
Si  11 1(b)  to  be  applicable  to  a  Chapter  9 
proceeding. 

VI.        PROPOSBD  CHANGES  TO  THE  BANKRUPTCY  CODE  RELAT- 
ING TO  MUNICIPAL  BANKRUPTCY. 

A.  ElimiMUttion  of  Applicability  of  Section  SS2  to  a  Chapter  9 
Proceeding. 

Section  552  of  the  Bankruptcy  Code  is  made  applicable  to 
a  Chapter  9  proceeding  by  reference  in  S901(a)  of  the 
Bankruptcy  Code  to  S552.  Various  questions  have  been 
raised  that  a  pledge  of  municipal  revenue  and  the  lien 
created  thereby  will  be  terminated  in  a  municipal  Bank- 
ruptcy due  to  the  application  of  S552(a)  to  Chapter  9.  To 
eliminate  the  confusion  and  to  confirm  various  state  laws 
and  constitutional  provisions  regarding  the  rights  of 
Bondholders  to  receive  the  tax  revenues  pledged  to  them 
in  payment  of  debt  obligations  of  the  municipality, 
S901(a)  of  the  Bankruptcy  Code  should  be  amended  to 
strike  S552*s  applicability  to  a  Chapter  9  proceeding. 

B.  Clarification  of  the  Applicability  of  Section  547  (Prefer- 
ences). 

In  order  to  clarify  that  payment  of  pledged  revenues  is 
not  a  preferential  transfer  under  S547  of  the  Bankruptcy 
Code,  if  such  is  made  within  90  days  of  the  filing  of  the 
petition,  there  should  be  an  amendment  to  §547  to  speci- 
fically   exempt    such    payments    of    pledged    municipal 
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revenues  and  defeasance  of  certain  municipal  bond  issues 
from  pledged  or  dedicated  funds.  This  can  be  accom- 
plished by  specific  amendment  of  S547  or  S901(a)  of  the 
Banlcruptcy  Code  should  be  amended  to  delete  any  refer- 
ence to  SS47(e)(3). 

C.  Transfarmaaan   of   Revenue   Bond  lsau9  bito   General 
OMigotion. 

In  order  to  avoid  use  by  a  municipality  in  the  Chapter  9 
proceeding  of  revenues  pledged  pursuant  to  a  revenue 
bond  issue  and  thereby  allowing  the  relevant  Bondholders 
to  transform  that  issue  into  a  general  obligation  under 
the  terms  of  Si  111(b)  of  the  Banlcruptcy  Code,  there 
should  be  specific  modification  of  1111(b)  to  state  that  it 
is  not  applicable  to  a  Chapter  9  proceeding  and  deleting 
Sll  11(b)  from  S901(a)  of  the  Banlcruptcy  Code.  At  least 
there  should  be  a  specific  statement  in  Chapter  9  that 
given  constitutional  debt  limitations  any  such  possible 
transformation  under  Si  11 1(b)  is  limited  by  the  constitu- 
tional and  statutory  debt  limitations  placed  upon  munici- 
palities by  the  various  states. 

D.  Clarificatian  of  Municipal  Insolvency. 

In  order  to  clarify  the  ambiguity  and  possible  detrimental 
effect  to  Bondholders  regarding  the  standard  to  be 
applied  in  order  to  determine  the  ''insolvency'*  of  a  muni- 
cipality for  purpose  of  preferences  and  other  Banlcruptcy 
considerations,  it  is  important  to  clarify  Sl01(26)  of  the 
Banlcruptcy  Code  by  deleting  its  applicability  to  munici- 
palities or  setting  forth  a  new  standard  such  as:  "with 
reference  to  a  municipality,  insolvency  shall  mean  that  it 
is  unable  to  meet  its  debts  as  such  mature".  Without  such 
amendment  the  definition  of  "insolvency"  could  be  misin- 
terpreted to  mean  where  debts  exceed  assets  and,  under 
Sl01(26)y  most  municipalities  would  be  "insolvent"  since 
assets  exempt  from  attachment  by  state  law  would  be 
excluded  which  in  most  states  is  the  bulk  of  municipal 
assets.  However,  Section  552  of  the  Banlcruptcy  Code 
(protecting  the  exemption  from  State  Attachment  law)  is 
not  incorporated  into  Section  901  and  is  not  applicable  to 
a  Chapter  9  proceeding.  Also  in  this  regard.  Si  09(c)  of 
the  Bankruptcy  Code  should  be  amended.  [Si 09(c)(3) 
states:  "is  insolvent  or  unable  to  meet  the  entity's  debt 
as  such  debts  mature";  the  disjunctive  phrase  should  be 
eliminated.] 
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E.  Regulatory  Approval. 

With  regard  to  any  regulatory  approval  such  as  a  munici- 
pal utility  approval  from  either  another  regulatory  body 
or  from  an  electorate  in  order  to  effectuate  a  plan  of 
adjustment,  confirmation  of  any  plan  of  adjustment 
should  be  after  regulatory  approval  or  specially  condi- 
tional thereon.  For  example,  regulatory  approval  by  a 
state  or  federal  government  utility  regulatory  body  is  not 
required  as  part  of  a  plan  of  adjustment  by  a  munici- 
pality, even  though  for  a  corporate  utility  such  regulatory 
commission  approval  is  a  necessary  part  of  a  plan. 
Accordingly,  S901(a)  should  incorporate  Si  129(a)(6)  as 
part  of  a  plan  of  adjustment  and  also  should  contain 
additional  language  added  to  S943  that  in  any  plan  pre- 
mised on  either  electoral  or  regulatory  approval,  such 
must  be  obtained  prior  to  confirmation  of  such  plan  or 
such  plan  will  be  specifically  conditioned  on  such  appro- 
val being  obtained  in  a  specified  period  of  time. 

F.  Thm  CantinuaUon  of  Paymmit  of  Revenuo  Pledged  to 
Aorvffiolders  During  the  Chapter  9  Proceeding, 

Section  922  of  the  Banicruptcy  Code  should  be  modified  to 
specifically  provide  that  the  automatic  stay  does  not  stay 
or  interfere  with  previous  pledge  of  revenues  by  the 
municipal  body  to  Bondholders  and  that  the  levy,  collec- 
tion of  such  taxes  and  payments  to  Bondholders  should  be 
made  in  the  ordinary  course  absent  a  Court  order  author- 
izing the  municipality  to  delay  or  withhold  such  payment 
or  authorize  the  use  of  such  revenues  for  other  purposes 
and  provided  there  is  a  demonstration  by  the  municipality 
that  the  Bondholders  are  adequately  protected  in  accor- 
dance with  S361  of  the  Banicruptcy  Code  and  provided  a 
super  priority  lien  in  accordance  with  S507(b)  of  the 
Banicruptcy  Code. 

G.  Recognition  of  ^Financing  Leased, 

In  order  to  avoid  in  tax  exempt  conduit  financing  a  cor- 
porate debtor  contending  that  a  lease  in  a  real  estate 
lease  limited  to  a  claim  under  S502(b)(7)  to  far  less  than 
the  total  amount  of  principal,  interest  and  expenses  due 
on  the  Bonds,  S502(b)(7)  should  be  amended  to  provide 
that  leases  in  tax  exempt  conduit  financing  shall  be 
treated  as  '^financing  leases'*  and  the  claim  on  said  lease 
shall  be  equal  to  the  principal,  interest  and  expenses  due 
on  the  Bonds. 


NOTE:  This  is  an  outline  prepared  for  discussion  purposes  and  is 

not  intended  and  should  not  be  construed  as  a  statement 
of  substantive  law. 
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Monday,  May  14,  19B4 


Is  There 
Life  After 
Default? 


B^  Jamks  E.  Spiottc) 

>■>•.  ul  l»  'IIh-  N«tHmj|  I.JM-  Jimrnal 

THERE  IS  A  say  inf.  *'II^m«dlcine  mis- 
takes are  burled;  in  municipal  finance 
they're  refunded."  There  comes  a  time, 
however,  when  certain  mistalcea  can- 
not be  refunded.  Given  present  condi- 
tions, the  probability  has  increased 
that  a  municipality  will  be  faced  with  a 
bond  default  and  will  consider  institut- 
ing a  proceeding  for  municipal  delM 
adjustment  under  Chapter  9  of  the 
Bankruptcy  Code,  or  bondholders  may 
be  forced  to  seek  their  remedies.  It  is 
important  that  certain  myths  that  ex- 
ist concerning  municipal  bond  de- 
faults, remedies  and  municipal  bank- 
ruptcy are  dispelled;  and  that  counsel 
who  may  be  advising  the  municipality 
or  bondholders  are  aware  of  the  true 
reality  from  an  historical  and  legal 
basis.' 

WPP8S,  San  Jose  School  District 
The  past  year  has  presented  two 
striking  examples  of  the  financial  diffi- 
culties that  may  confront  municipal- 
ities. The  default  by  the  Washington 
Public  Power  Supply  System 
(WPPSS)  on  its  Project  4  and  9  Bonds 
not  only  was  one  of  the  largest  munici- 
pal defauiU  in  United  States  history 
(constituting  approximately  0.7  per- 
cent of  the  principal  amount  of  munici- 
pal bonds  outstanding)  but  also  raised 
a  plethora  of  unsettling  questions  re- 
garding bondholder  rights  and  reme- 
dies. It  appears  that  neither  WPPSS 
nor  the  bondholders  can  agree  whether 
bankruptcy  should  occur.  However, 
neither  bankruptcy  of  WPPSS  nor  an- 
nihilation through  litigation  need  take 
place,  with  the  inevitable  legal  melt- 
down of  both  WPPSS  and  the  bond- 
holders. There  are  alternatives. 


In  contrast  is  the  case  of  the  San 
Jose.  Calif..  School  District.  The  disr 
trict  did  seek  the  protection  of  Chapter 
9  in  order  to  resolve  what  were  consi- 
dered to  be  burdensome  labor  con- 
tracts. This  Chapter  9  proceeding  rep- 
resents by  far  the  largest  municipal 
body  to  file  a  Chapter  9  petition  since 
Oct.  1,  1979.  the  effective  date  of  the 
new  Bankruptcy  Code.  However,  de- 
spite resorting  to  Chapter  9.  the  dis- 
trict made  it  clear  that  the  bondhold- 
ers would  be  paid.  The  parties  whose 
rights  are  intended  to  be  impaired  in 
the  district's  Chapter  9  proceeding 
may  attempt  to  contest  and  interfere 
with  the  timely  payment  in  full  of  the 
district's  bondholders,  but  the  Califor- 
nia Constitution  and  the  Bankruptcy 
Court  to  date  have  ensured  timely 
payment. 

Reasons  for  Defaults 

Generally  speaking,  defaults  occur 
for  at  least  one  of  the  following 
reasons: 

•  General  economic  conditions  are 
such  that  the  municipality  is  .unable  to 
generate  sufficient  cash  flow  to  pay  its 
current  obligations  as  they   become 

due.  and  provide  the  type  of  services 
necessary  for  the  continued  operation 
of  the  municipal  body.  The  "Proposi- 
tion 13"  mentality  is  one  manifestation 
of  the  diffieulUes  of  continually  in- 
creasing tax  levies  in  order  to  pay  for 
increasing  costs  of  management 
service. 

•  Incompetent  management  of  the 
municipal  body  that  fails  to  inci^ase 
revenues  sufficiently  to  meet  cosU  or 
to  reduce  costs  below  revenues. 

•  Fraud  and  dishonesty  by  munici- 
pal officials. 

ANALYSIS  OP  PAST  DEFAULTS 
DefaulU  In  the  I9th  Century 

Between  18S9  and  the  present,  there 
have  been  in  excess  of  6.200  recorded 
defaulU  of  municipal  issues.  The  first 
recorded  default  was  the  city  of  Mo- 
bile. Ala.,  in  1839,  which  was  a  default 
on  an  issue  in  the  principal  amount  of 
1913,000.  Then,  commentators  were 
quite  apologetic  for  the  city,  clUng  the 
panic  of  1837  and  two  major  fires  in 
1839  that  resulted  in  a  yellow  fever  epi- 
demic as  some  of  the  leading  factors 
that  caused  the  default.  When  Mobile 
defaulted  again  in  1870,  because  of  its 
speculation  in  financing  of  railroad 
supports  through  the  use  of  municipal 
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funds,  commentators  more  accurately 
and  concisely  stated  that  Mobile  sim- 
ply was  unable  to  pay  its  debts. 

Durtnc  the  1800s  and  '00s.  numerous 
states  and  municipalities  failed  to  pay 
their  debt  oblifations  —  Chicafo.  De- 
troit. Philadelphia  and  San  Pranciseo. 
amoAg  them.  One  of  the  causes  for 
such  defaulu  was  the  excessive  cost  of 
municipal  financing.  Another  reason 
for  the  ^lunldpal  defaulu  was  specu- 
lation by  municipalities  in  real  estate 
and  other  non-essential  ventures. 

A  somewhat  graver  situation  was 
the  fact  that  in  the  1840s.  '80s  and  '00s. 
a  number  of  states  repudiated  their  in- 
debtedness to  bondholders;  that  is,  they 
announced  that  they  were  no  longer 
obligated  to  pay  their  debts  and.  In 
fact,  refused  to  pay  them.  The  first 
such  repudiation  was  by  MUsisslppl  In 
the  18MS.  In  the  following  two  decades, 
Florida,  Alabama.  North  Carolina, 
South  Carolina.  Georgia,  Louisiana. 
Arkansas,  Tennessee.  Minnesota. 
Michigan  and  Virginia  also  repudiated 
Indebtedness.  Such  repudlatlcm,  along 
with  the  defaulu  that  occurred  In  ^he 
UOOs.  brought  Into  question  the  securl* 
ty  of  investment  in  municipal 
obligations.* 

Safeguards  for  Bendhelders 
As  a  reaction  to  the  evenU  described 
above,  in  the  late  lOOOs  and  early  part 
of  this  century,  states  enacted  legisla- 
tion to  give  bondholders  greater  rlghU 
and  protection  and  to  prevent  unneces- 
sary defaulu  on  municipal  obligations. 
The  muiifolpal  bond  market  in  effect 
mandated  necessary  changes  in  the 
documentation,  legal  authorisation 
and  structure  of  mur.:>  ipal  financing, 
of  which  counsel  should  be  aware. 
These  Included: 

•  debt  limitation  •  on  municipal  Is- 
suers to  prevent  excessive  borrowing: 

•  clearly  defined  bondholder  rights 
in  the  event  of  default  supported  by 
statutory  and  case  law; 

•  use  of  bond'counsel  to  determine 
the  legality  of  the  bond  issue  before  the 
sale  to  avoid  technical  legal  defects 
that  could  allow  an  issuer  to  repudiate 
the  debt; 

•  development  of  credit-rating  agen- 
cies as  well  as  thorough  credit  review 
by  investment  firms  and  many  institu* 
tlonal  investors; 

•  statutory  restrictions  against  mu- 
nicipal Issuers  borrowing  for  chronic 
deficiencies; 


•  the  use  of  Indenture  trustees,  pay- 
ing agenu  and  others  who  have  cer- 
tain fiduciary  duties  in  order  to  protect 
the  righu  and  interesU  of  bondholders. 
Mth-Century  Problems  • 
While  these*  safeguards  are  helpful, 
they  obviously  do  not  prevent  all  mu- 
nicipal defaults.  During  the  lOSOs' 
Great  Depression,  there  were  4,770  mu- 
nicipal uniu  that  defaulted  on  some  9 
percent  of  the  then-ouUtandlng  toUl  of 
IIS  billion  of  municipal  bonds.  During 
the  1940s,  there  were  79  defaults  by 
municipal  bodies  on  Indebtedness:  dur- 
ing the  1980s.  112:  and  in  the  1980s.  294.' 
There  currently  exist  a  number  of 
factors  that  will  Increase  the  difficul- 
ties for  certain  munidpaUtles  in  meet- 
ing their  municipal  obllgatioas  as  they 
become   due.   Among  them   are:  the 
movement  in  both  population  and 
manufacturing  capablllUes  from  the 
snowbelt  to  the  sunbelt;  the  urban  de- 
cline and  the  need  in  the  1980s  for  ma- 
jor capiui  Improvements;  the  Increas- 
ing percentage  of  municipal  budgeU 
devoted  to  persqpwel-related  expenses 
lied  to  cost-of-living  Increases:  the 
Propoeltlon-18  ment^Uty  among,  tax- 
payers: and  the  adverse  effecu  of  in- 
flation, which  have  significantly  In- 
creased costs  of  maintenance,  repair 
and  operation  of  a  municipality  beyond 
what  was  projected  at  the  time  many 
municipal  obligations  were  assumed. 
Just  as  defaulu  In  the  latter  part  of 
the  1800s  and  the  beginning  part  of  the 
1900s  brought  abbut  reforms  in  munici- 
pal financing  that  are  now  taken  for 
gi'anted.  present  defaulu  and  the  prob- 
lems related  to  defaulted  municipal 
bonds  may  lead  to  additional  changes 
uid  safeguards  in  order  to  ensure  that 
governmental  bodies  oonUnue  to  have 
easy  accesalo  the  credit  markets.  The 
"Ides  of  June"  decision  of  the  Washing- 
ton Supreme  Court*  in  1983  held  that 
the  Washington  municipal  partld- 
panU  were  not  authorised  under  sUU 
law  to  enter  Into  the  participant  agree- 
ments; and  thereby  eroded  the  basis 
for  payment  on  the  WPPS8  Project  4 
and  8  Bonds  already  issued.  Due  in 
large  part  to  that  Jateful  decision, 
there  will  be  m0k*e  frequent  use  of  de* 
curatory  actions  or  confirmation  pro- 
ceedings prior  to  issuance  of  bonds  lo 
determine  doubtful  Issues,  and  there 
will  be  little  tolerance  for  those  who 
issue  bonds  without  resolving  linger- 
ing legal  problenu.*  ThU  evolution  M 
natural  and  good. 


496 


84 


Types  •!  Default 

Defauitt  can  be  broken  down  into 
three  main  categories: 

•  Defaults-  in  the  payment  of  princi- 
pal and  interest.  Usually  indentures 
provide  a  frace  period  for  a  default  in 
the  payment  of  interest,  but  not  for  de- 
faults in  the  payment  of  principal. 
Failure  to  pay  interest  may  be  caused 
by  a  temporary  lack  of  cash  flow, 
which  could  be  cured  within  a  short 
period  of  time  without  affecting  the  is- 
suer's ability  to  pay  the  obligation. 

•  Defaults  affecting  or  impairing  the 
security  of  the  issue.  While  most  inden- 
tures don't  provide  for  a  de.fault  to  oc- 
cur when  there  is  an  impairing  of  the 
security  for  the  issue,  it  is  generally 
recognised  that  that  may  be  a  breach 
of  the  implicit  terms  of  the  indenture 
or  bond  resolution  and.  therefore,  equi- 
table remedies  will  be  appropriate.  For 
example,  the  security  for  the  bonds 
would  be  impaired  if  the  issuer,  mu- 
nicipality, or  others  took  the  position 
that  the  pledge  of  revenue,  which  is  the 
source  of  payment  for  the  issue,  was 
somehow  defective  or  contrary  to  state 
law  and.  therefore,  illegal  and  void. 

.  •  Other  defaults,  of  convenants  cmI' 
taincd  in  the  bond  jordinance  or  tHden- 
lure.  This  would  include:  failure  to  sup- 
ply required  documentation  (e.g.. 
financial  records,  ccrtiflcates  of  com- 
pliance, and  opinions  of  counsel );  de- 
fault under  other  indentures,  resolu* 
tions,  ordinances,  agreements  or  other 
similar  Instruments  of  the  mimicipal- 
Ity:  proven  matedai  and  untrue  rep^- 
sentations  and  .warranties  of  the  obli- 
gor relating  to  the  issuer;  insolvency, 
bankruptcy,  receivership  or  incapacity 
of  the  obligor;  Judgments  against  the 
obligor  over  a  certs4ii  amount  that  re- 
main unsatisfied  after  the  grace  peri- 
od: and  failure  to  make  reserve  or  sink- 
ing-fund payments. 

Default  V.  Event  ef  Default 

In  essence,  a  default  is  a  breach  or 
failure  to  perform  an  agreed-upon  obli- 
gation, duty  and  responsibility  by  the 
issuing  body.  An  "event  of  default"  is 
the  agreed-upon  occurrence  that  al- 
lows the  bondholders  or  their  represen- 
tative (Indenture  trustee)  to  take  ap- 
propriate action.  Including  the 
institution  of  the  remedies  set  forth  in 
the  indenture. 

The  distinction  between  defaults  and 
events  of  default  is  extremely  impor- 


tant for  counsel  to  consider,  since  most 
remedies  are  not  triggered  until  the 
occurrence  of  an  event  of  default.  With 
certain  exceptions,  a  default  ripens 
into  an  event  of  default  after  notice  has 
been  made  to  the  issuer  for  the  com- 
mencing of  the  grace  period  and.  after 
the  lapse  of  Ume,  the  d.efault  remains 
uncured. 

Normally,  indentures  provide  that 
certain  events  —  defaulu  in  the  pay- 
ment of  principal,  proven  material,  un- 
true representations,  voluntary  bank- 
ruptcy   of    the    municipal    body, 
voluntary  liquidation  or  receivership 
by  the  municipal  body  or  others  re- 
sponsible for  payment  of  the  bonds  — 
are  of  such  a  nature  that  there  can  be 
no  prompt  cure.  No  grace  period  is 
needed,  and  such  defaults  become 
evenU  of  default  upon  their  occur- 
rence. For  example,  after  the  decision 
of  the  Washington  Supreme  Court, 
upon  the  filing  of  a  written  interroga- 
tory answer  by  WPPSS  that  it  was  un- 
able to  meet  the  Project  4  and  5  debt. 
Chemical  Bank  (the  bond  trustee)  de- 
clared an  event  of  default  under  the 
Project  4  and  5  documents.  Defaults  in 
the  non-payment  of  interest,  com- 
pliance with  other  convenants,  report- 
ing requirements  or  money  Judgments 
normally  have  a  grace  period  provided 
before  they  ripen  into  events  of  default. 
Counsel  may  determine  that  the 
grace  period  docs  not  commence  to 
run  under  the  specific  terms  of  the 
bond  resolution  of  indenture  until  no- 
tice is  received.  (Notice  is  required  to 
be  given  by  a  certain  percentage  of  the 
bondholders  -  normally  25  percent  — 
or  the  indenture  trustee,  if  one  is  ap- 
pointed.) However,  it  should  be  kept  in 
mind  at  all  times  that  bondholders 
who  do  not  receive  payment  of  princi- 
pal or  payment  of  interest  may  sue  and 
take  approprtsto  remedial  action  to 
correct  such  nun-payment  regardless 
of  whether  n."..  -s  have  been  given. 
The  Thre:'  Phases  ef  Default 
Theiact  th.        municipality  may  go 
into  default  u> . .-.  not  necessarily  mean 

that  the  municipality,  iu  officers  and 

If??  w!!^w**!^*"*^  ^  '»»•  InteresU 
of  the  bondholders,  and  that  the  Inter- 
Mts  of  the  bondholders  are  contrary  to 
thoM  of  the  municipality.  Practice  has 
shown  that  the  InteresU  of  both  the 
municipal  body  and  the  bondholders 
are  virtually  idenUcal  and  not  adv«^ 
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s«ry.  It  Is  the  working  out.  In  eoopera* 
tion  with  coiinael,  of  the  municipal 
problem  that  is  the  best  assurance  to 
the  bondholders  that  they  will  receive 
payment  (as  will  be  seen  more  specifi- 
cally in  the  followinf  analysts  of  the 
Individual  remedies),  and  it  is  in  ncgo- 
tiating  with  the  bondholders  that  the 
municipality  is  best  able  to  find  a  cure 
and  remedy  for  a  very  troubled  flnan- 
eial  situation. 

Municipal  officials  must  be  mindful, 
in  the  default  situation,  that  they  will 
eventually  have  to  return  to  the  munic- 
ipal market  in  the  future  to  obtain 
credit.  If  the  municipality  does  not 
treat  the  rights  and  Interests  of  the 
bondholders  In  a  proper  manner,  the 
municipality  may  foreclose  —  not  only 
for  itself,  but  also  for  many  other  simi- 
larly situated  municipalities  —  the 
availability  of  credit. 

There  are  three  phases  to  the  default 
situation,  an  understanding  of  which 
can  aid  counsel  in  assisting  in  com- 
munication and  cooperation  between 
the  municipality  and  its  bondholders. 
Phase  one  —  the  gathering  of  all  nec- 
essary documents  apd.  if  the  pledge  of 
certain  revenues  is  defective  or  inap- 
propriate, the  taking  by  the  municipal- 
ity of  appropriate  action  to  cure  that 
defect  in  order  to  prevent  a  default. 
Phase  two  —  the  attempts  to  refi- 
nance, refund,  work  out  and  settle  the 
problems  that  exist.  It  is  during  this 
period  of  time  that  the  municipality 
and  the  bondholders  or  their  counser 
attempt  to  determine  what  methods 
can  be  employed  to  resolve  the  difficul- 
ties between  them. 

PKase  three  —  the  bondholders,  or 
indenture  trustee,  proceed  with  accel- 
eration, mandamus,  litigation  or  col- 
lection of  debt.  This  is  the  phase  where, 
if  the  prevloiis  attempts  to  cooperate 
were  not  successful,  both  the  munici- 
pality aiid  the  bondholders  assume  ad- 
versary positions  in  an  attempt  to  pro- 
tect their  respective  rights  and 
interests.  Normally,  in  general  obliga- 
tion and  revenue  municipaf  Issues,  the 
remedies  provided  in  the  documenta- 
tion for  the  bond  issue,  along  with  the 
relevant  case  law  and  statutory  law. 
will  govern  the  rights  and  remedies  of 
the  bondholders.  For  conduit  tax-ex- 
empt financing  (such  as  industrial  de- 
velopment, pollution  control,  health 
care  facility  bonds),  in  which  there  is 
recourse  to  collateral  and.  possibly,  a 
private  corporation,  the  available  rem* 
edles  are  different. 


ANALYSIS  OF  REMEDIES 

Acceleration 

Acceleration  is  the  process  whereby, 
upon  occurrence  of  an  event  of  default, 
a  certain  percentage  (normally  25  per- 
cent or  more)  of  the  bondholders  or  the 
indenture  trustee  declare  that  the  prin- 
cipal and  all  accrued  and  unpaid  inter- 
est are  Immediately  due  and  payable. 
Generally,  acceleration  is  necessary  if 
one  desires  to  obtain:  an  increased  In- 
terest rate,  as  may  be  provided  for  in 
the  documents  upon  the  occurrence  of 
acceleration;  or  a  Judgment  or  defi- 
ciency Judgment  for  principal  and  ac- 
crued and  unpaid  Interest  against  the 
obligor. 

Counsel  should  be  aware  that  accel- 
eration is  not  necessary  for  the  com- 
mencement of  equitable  remedies,  for 
the  filing  of  a  proof  of  claim  in  a  bank- 
ruptcy prociMdlng  or  for  seeking  an 
appropriate  non-accelerated  remedy 
from  a  cOurt.*  For  example,  if  a  default 
consists  of  the  failure  of  a  municipality 
to  comply  with  a  convenant  in  the  In- 
denture (such  ai  maintaining  a  certain 
patio  between  tax  revenues  and  exist- 
ing obligations)  that  breach  can  be  en- 
forced through  the  Institution  of  an  ap- 
propriate legal  action  seeking  to 
require  the  municipality  to  comply 
with  the  terms,  and  there  is  no  need  for 
acceleration. 

Acceleration  decreases  the  ease  and 
ability  of  the  municipality  to  cure  a 
default.  It  is  difficult  to  waive  or  annul 
the  effects  of  acceleration  of  a  widely 
held  public  Issue,  since  a  higher  per- 
centage of  bondholders  (SO  percent  or 
more)  Is  normally  required  to  rescind 
the  acceleration  than  was  required  to 
initiate  it  (25  percent  or.  sometimes, 
less) 

An  attorney  who  Is  considering  ac- 
celeration on  behalf  of  bondholders 
would  be  well-advised  that  there  are 
few  benefits  that  acceleration  will  pro- 
vide and  many  difficulties  that  it 
would  create,  and  should  ccmsider  the 
fact  that.  If  the  municipality  is  faced 
with  paying  immediately  the  full 
amount  of  principal  and  accrued  and 
unpaid  Interest,  that  burden  may  para- 
lyse the  ability  of  the  municipality 
ever  to  cure  the  default. 

Institution  ef  Lawsuit 

Counsel  for  bondholders  may  insti- 
tute a  lawsuit  requesting  the  munici- 
pality to  take  action,  immediately  pay 
all  amounts  due  and  owing  to  the  bond- 
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holders  or  otherwise  cure  the  default. 
These  may  be  In  the  form  of  a  suit  for 
money  Judgment,  mandamus,  specific 
performance  or  other  equitable  relief. 

A.  Reqttest  for  Monetary  Judgment. 
Bondholders  have  a  right  to  sue  on 

their  bonds  for  past  due  interest  -or 
principal  without  requesting  the  i'nden* 
ture  trustee  or  any  other  party  to  take 
action.'  A  municipal  body  can  take  no 
action  to  seek  a  moratorium  against 
suits  by  bondholders  for  past  due  prin> 
clpal  and  interest  except  the  automatic 
stay  that  occurs  upon  filing  a  petition 
under  Chapter  9  of  the  Bankruptcy 
Cede. 

In  the  case  of  Ftuehing  National 
Bank  v.  Municipal  Aeeietance  Corp.* 
(which  focused  on  the  moratorium  is* 
sued  by  the  city  of  New  York  against 
payment  and  institution  of  lawsuits  by 
noteholders),  the  highest  court  of  the 
state  of  New  York  held  in  197C  that  the 
moratorium  violated  the  contractual 
obligation  of  the  municipality  and  the 
constitutional  rights  of  the  note- 
holders. The  court  held  that  the  note- 
holders, whose  principal  and  Interest 
were  due,  had  a  right  to  bring  suit  and 
demand  payment,  and  the  municipal- 
ity did  not  have  the  right  to  enjoin  or 
stopjiuch  payment. 

While  sovereign  Immunity  is  a  possi- 
ble defense  to  suits  to  compel  the  pay- 
ment of  money  from  a  municipal  body. 

courts  have  generally  held  that,  given 
statutory  waivers  of  sovereign  immu- 
nity or  implied  waiver  by  the  munici- 
pality's entering  into  the  debt  obliga- 
tion, bondholders'  rights  to  commence 
action  against  a  municipal  body  for 
payment  of  their  debt  should  not  be 
restrained.* 

B.  Collection  of  Money  Judgment.  A 
money  Judgment  against  a  municipal- 
ity is  complicated  by  the  fact  that  the 
courts  generally  do  not  allow  the  seiz- 
ing of  municipal  property  to  pay  Its 
debts  and  obligations,  since  the  seizure 
would  disrupt  local  government." 
Some  courts  have  held  that  if  there  are 
funds  that  are  surplus  and  not  dedicat- 
ed for  any  purpose,  a  bondholder  may 
be  able  tq  attach  and  obtain  those 
^unds  that  are  purely  surplus  and  not 
necessary  for  the  normal  operation  of 
the  municipality.  .Likewise,  in  the  ab- 
sence of  a  specific  statute  authorising 
a  seizuce  of  private  property  do  satisfy 
a  Judgment  on  a  defaulted  municipal 
bond,  there  can  be  no  remedy  directly 


to  the  property  hekl  by  the  residents  or 
inhabitants  of  the  municipal  body. 
There  are  some  municipalities  in  sev- 
eral states  bordering  New  York  that 
had  on  their  books  provisions  that  al- 
lowed creditors  of  the  municipal  body 
to  attach  the  property  of  its 
inhabitants. 

C  Mandamiu  Action.  Given  the  dlffi* 
culties  of  collecting  on  a  moifey  Judg- 
ment against  a  municipal  body,  attor- 
neys representing  bondholders  of 
defaulted  mimidpal  bonds  that  are 
without  recourse  to  specific  collateral 
have  other  options.  An  available  and 
most  appropriate  remedy  is  to  proceed 
with  an  action  in  mandamus  ordering' 
the  municipal  body  to  increase  taxes 
sufficiently  to  pay  the  obligations  owed 
to  the  bondholders.  (Mandamus,  how- 
ever, could  not  be  used  to  require  a 
municipal  body  to  levy  a  tax  that 
would  exceed  applicable  constitutimial 
and  statutory  limitations.) 

Mandamus  is  "a  command  issuing 
from  a  court  of  competent  Jurisdiction 
requiring  the  performance  of  a  partic- 
ular duty  therein  specified,  which  re- 
sults from  the  official  station  of  the 
party  to  whom  the  writ  is  directed  or 
from  the  operation  of  the  law.""  There 
arc  practical  problems  that  may  frus- 
trate mandamus  actions  (such  as  va- 
cancies in  offices  and  resignation  by 
municipal  officers),  since  bondholders 
or  the  court  do  not  have  a  right  to 
cause  such  vacancies  to  be  filled. 

In  one  case,  the  governing  board  of  a 
municipal  body  resigned  when  faced 
with  an  unfavorable  determination  in  a 
mandamus  action,  and  the  bondhold- 
ers were  unable  to  obtain  any  reme- 
dies, since  the  court  was  without  the 
power  and  Jurisdiction  to  appoint  new 
ministerial  officers  who  could  proceed 
to  make  the  levy  of  taxes  to  pay  the 
Judgment  so  ordered."  In  another  case, 
there  was  a  default  since  1929  on- a  mu- 
nicipal bond  issue,  and  a  mandamus 
action  was  prosecuted  successfully  by 
the  bondholders,  only  to  have  the  mu- 
nicipal body  refuse  to  make  the  levy  of 
tax.  even  though  the  highest  court  of 
the  state  had  affirmed  the  propriety  of 
such  levy  as  recently  as  1973." 

A  mandamus  action  can  be  rendered 
Ineffective  by  either  the  resignation  of 
the  municipal  officers  and  the  failure 
to  replace  them,  or  by  the  general  un- 
willingness of  the  municipal  officers  to 
carry  out  the  court's  order.  The  only 
alternative  the  court  has  if  the  munid- 


499 


87 

paltty  rafuMS  to  proeMd  M  ordered  by 
tbt  court  la  to  hold  raeh  otflcon  In 
contempt  and  rondor  civil  or  criminal 
ponaltiea.  Dapandlng  upon  the  willing- 
naaa  of  the  municipality  to  cooperate,  a 
Judffmmt  oMalnod  agalnat  a  muniel* 
pal  body  through  mandamus  may  be 
inefficient,  and  relief,  may  be  fraught 
with  delay. 
D.  B^uUahU  Md  Dedamtory  ReUef. 

If  there  has  been  an  improper  expendir 
ture  by  the  municipal  body,  or  if  some 
other  action  is  taken  that  impairs  the 
security  for  the  obligation,  injunctive 
relief  may  be  sought."  Moreover,  if  ac- 
tion is  being  taken  that  attacks  the  es- 
sence of  the  obligation,  a  declaration 
Judgment  action  is  appropriate  to  de- 
clare that  a  binding  obligation  exists. 
It  should  be  apparent  to  counsel,  given 
the  problems  inherent  in  the  other 
forms  of  relief,  that  such  Equitable  and 
declaratory  action  should  be  sought 
before  resorting  to  other  remedies. 

Municipal  Insolvency. 
Debt  Adjustment 

If  a  municipal  body  cannot  pay  its 
municipal  obligations  as  they  become 
due.  it  may  consider  proceeding  to 
seek  remedies  under  Chapter  9  of  the 
Bankruptcy  Code,  11  U.S.C.  01.  et  aeq., 
"Adjustment  of  Debt  of  a  Municipal- 
ity." (A  municipal  debt  adjustment  re- 
sulting from  Chapter-9  action  is  an  ad- 
justment based  on  a  plan  to  pay 

creditors  a  reduced  amount  or  a  varied 
interest  rate  from  what  was  originally 
bargained  for.  often  over  a  longerperi- 
od  of  time  than  was  originally 
required.) 

A  Chapter  9  proceeding  only  can  be 
instituted  by  the  municipality's  gov- 
erning body  or  taking  body  if  the  mu- 
nicipality does  not  have  its  own  offi- 
cials. And,-  unlike  the  corporate 
situation,  it  cannot  be  instituted  by 
creditors  involuntarily  against  the  mu- 
nicipality. In  order  to  initiate  a 
Chapter  9  proceeding,  the  municipality 
must  t>e  duly  authorized  by  state  law 
or  home  rule  power.  The  court  in  a 
Chapter  9  proceeding  does  not  have  the 
power,  unless  the  municipality  con- 
sents or  a  plan  so  provides,  to  stay, 
order,  decree  or  otherwise  interfere 
with  any  political  or  governmental 
powers  of  the  municipality,  any  prop- 
erty or  revenues  of  the  municipality, 
or  the  use  and  enjoyment  of  any  in- 
come-producing property. 

Even  if  a  court  were  to  determine 


that  a  municipality  was  in  fact  Insol- 
vent and  its  revenues  not  sufficient  to 
meet  iu  current  debt  obligation,  as  a 
practial  matter  this  determination 
would  be  of  little  help  to  the  bondhold- 
ers, since  there  will  be  certain  neces- 
sary expenses  in  order  to  generate  any 
revenues  that  a  municipal  body  wiU 
have  to  Incur.  There  would  then  be  a 
significant  question  concerning 
whether  liquidation  of  the  municipal 
assets,  in  such  an  insolvency  situation, 
would  be  In  the  best  interests  of  the 
bondholders. 

There  la  no  authority  for  the  proposi- 
tion that  poverty  may  be  successfully 
interposed  as  a  defense  to  the  payment 
of  lawful  obligations.  Some  contend 
that  it  is  more  beneficial  to  be  a  Judg- 
ment creditor  rather  than  a  mere 
bondholder  if  the  niunicipality  is  later 
declared  insolvent.  However,  given  the 
new  Chapter  9  provisions,  it  appears  to 
make  little  difference  whether  one  is  a 
bondholder  or  a  Judgment  creditor  of  a 
municipality. 

Since  governmental  bodies  were 
authorized  in  1937  to  effectuate  munici- 
pal debt  adjustment  under  federal 
bankruptoy  laws,  approximately  371 
municipalities  have  instituted  Chapter 
IX  proceedings,  involving  less  than 
1220  million  of  municipal  debt.  Since 
Oct  1, 1979.  and  the  new  Chapter  9.  only 
nine  such  proceedings  have  been  filed. 
The  reason  for  the  sparing  use  of 
Chapter  9  is  obviously  that  the  stigma 
of  bankruptcy  is  a  heavy  price  to  pay 
for  the  benefits  of  Chapter  9. 

As  a  result  of  the  sparing  use  of 
Chapter  9,  there  are  a  number  of  ques- 
tions regarding  municipal  bankruptcy 
that  need  to  be  resolved.  Some  contend 
that  Sec.  &S2(a)  of  the  Bankruptcy 
Code  provides  that  property  acquired 
by  a  municipality  after  the  commence- 
ment of  the  case  is  not  subject  to  any 
lien  resulting  from  a  pledge  entered 
into  by  the  municipality  prior  to  the 
commencement  of  the  case. 

However,  moat  would  contend  that  it 
would  be  contrary  —  both  to  the  10th 
Amendment  and  the  very  principles 
upon  which  the  Municipal  Bankruptcy 
Act  of  1937  and  Sec.  904  of  the  code 
were  predicated  —  (or  a  bankruptcy 
court  to  hold,  pursuant  to  Sec.  552  of 
the  Bankruptcy  Code,  that  a  pledge  of 
revenuea  made  by  a  municipal  body  — 
pursuant  to  a  state  authorizing  that 
pledge  or  pursuant  to  i  properly  enact- 
ed bond  resolution  of  that  govemmen- 
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tal  body  —  can  be  terminAted  upon  the 
iMtitution  of  a  Chapter  9  proeeeding.** 
The  treatment  of  bonded  debt  in  the 
San  Jose  School  District  is  consistent 
with  the  theory  that  the'  pledge  sur- 
vives bankruptcy. 

In  summary,  counsel  should  be 
aware  of  the  existence  of  municipal 
bankruptcy  and  the  provisions  of 
Chapter  9.  However,  counsel  should 
also  be  aware  that  Chapter  9  Is  a  reme- 
dy treated  with  such  respect  that  it  is 
seldom  used,  given  the  awesome  rami- 
fications of  this  action  and  the  stigma 
of  bankruptcy. 

Use  ef  Financing  Authorities: 
Alternativett  to  Bankruptcy 
Chapter  9  of  the-  Bankruptcy  Code 
was  not  intended  as  an  exclusive  reme- 
dy for  municipal  bodies  that  are  un- 
able to  meet  their  current  debt  obliga- 
tions. Since  1930,  at  least  15  states  have 
provided  for  a  state  receiver  or  a  state 
agency  to  act  as  a  receiver  when  a 
local  governmental  unit  defaults  on  Its 
financial  obligations.  Counsel  should 
not  forget  that  a  receivership  is  an 
available  remedy  that,  given  the  enact- 
ment of  appropriate  legislation  estab- 
lishing a  mechanism  to  control  acri- 
monious lawsuits,  allows  bondholders 
and  other  creditors  of  the  municipality 
to  obtain  the  relief  in  a  default 
situation. 

It  is  state-created  agencies  such  as  a 
state  agency  for  emergency  municipal 
finance  that  have  prevented  a  nunrtier 
of  municipalities  from  having  to  seek 
relief  under  Chapter  9  and  have  al- 
lowed a  number  of  troubled  municipal- 
ities to  work  out  their  problems  under 
state  supervision,  while  providing  to 
the  bondholders  the  assurance  that  the' 
amounts  still  owing  to  them  will  be 
paid.  This  was  done  in  New  York  City 
in  1975-76  with  the  creation  of  the  Mu- 
nicipal Assistance  Corporation,  and  in 
Chicago  in  1980  with  the  creation  of  the 
Chicago  School  Finance  Authority. 
Both  these  uses  of  consultants  were  ap- 
proved by  the  highest  court  of  the  re- 
spective states.  Consultants,  financial 
advisors  or  financing  authorities  can- 
not alter  the  bondholders'  rights  and 
remedies  without  consent  of  the  bond- 
holders, and  they  cannot  properly  ex- 
ercise the  power  of  the  municipal  body. 
Similarly,  they  cannot  have  an  im- 


proper delegaUon  by  the  municipal 
body  of  its  municipal  powers. 

Another  mechanism  available  if  a 
municipal  body  finds  that  its  function 
or  purpose  has  been  eliminated  is  to 
petition  the  legislature  for  revocation 
of  its  chapter  seeking  an  appropriate 
sute  court  to  supervise  the  liquidation 
of  the  municipal  assets.  This  remedy  is 
probably  more  appropriatit  for  special 
tax  districts  and  local  governmental 
agencies  that  experience  financial  dif- 
ficulties and  where-there  la  no  current 
public  purpose  for  their  continued  op- 
eration and  existence  (nmnicipal  hos- 
pitals, waste-treatment  facilities,  etc.). 

Given  the  stigma  many  believe  to 
exist  with  regard  to' a  municipal  bank- 
ruptcy (as  demonstrated  by  Us  limited 
use  in  the  last  46  years  by  only  a  few 
smaller  municipal  bodies),  considera- 
tion should  first  be  given  to  the  use  of 
state  agencies,  state  receiverships,  su- 
pervised liquidation  of  municipal  as- 
sets or  enactment  of  legislation  estab- 
lishing finance  or  refinance  authorities 
(to  issue  debt  to  finance  and  refund 
existing  obligations)  as  preferable  al- 
ternatives to  municipal  bankruptcy. 
Conduit  Financing  Remedies 

When  the  debt  is  based  upon  tax-ex- 
empt conduit  financing  for  industrial 
development  or  social  benefits  of  a  mu- 
nicipal body  and  its  inhabitants  —  as 
in  the  use  of  industrial  development 
bonds  (IDBs)  —  there  normally  Is  pro- 
vided an  alternative  source  of  recov- 
ery to  the  bondholders  other  than  the 
governmental  body's  ability  to  levy 
taxes  to  pay  off  the  indebtedness.  In 
such  cases,  the  collateral  takes  the 
form,  of  the  guarantee  of  the  corpora- 
tion and  a  mortgage  or  security  inter- 
est in  the  collateral  that  is  financed  by 
such  tax-exempt  bonds.  These  financ- 
ings are  structured  as  revenue  bond 
issues,  and  the  municipal  body  is  only 
liable  for  the  indebtedness  incurred  to 
the  extent  It  is  paid  to  the  municipality 
from  the  revenues  generated  by  the 
project.  In  IDBs.  the  municipality  is 
merely  used  as  the  "conduit"  for  the 
financing  of  a  public  purpose  that  has 
been  approved  by  the  municipal  body. 

Remedies  available  to  counsel  for 
the  bondholders  in  conduit  financings 
should  not  be  directed  against  the  mu- 
nicipality. The  government  officials, 
the  bondholders  or  their  represents- 
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Uvea  should  merclM  their  -remedies 
af  ainet  the  collateral  that  apecifieatly 
it  pledged  to  pay  the  obligation,  i.e..  the 
facility  that  ia  being  financed  or  the 
private  corporation  receiving  the  bene- 
fit. Normally,  auch  remedies  will  be 
dependent  upon  the  type  of  financing 
that  waa  entered  Into  and  the  typea  of 
remediea  provided  for  in  the  apedflc 
documenta. 

Some  apedflc  remediea  regarding 
conduit  municipal  financing  are:  r  re- 
queat  for  foreeloaure  and  aale  of  the 
collateral;'*  non-Judicial  aale  of  colla- 
teral;" appointment  of  a  receiver  to 
manage  .truat  property;  auit  againat 
the  guarantor,  and  the  right  to  enter 
and  operate  truat  property.** 

Filing  Proof  ef  Claim 

Counael  for  the  bondholdera  may  file 
a  proof  claim  in  bankruptcy  for  the 
amount  of  the  bonda  held.  The  inden- 
ture truatee  haa  authority  under  moat 
indenturea  to  file  a  proof  of  claim  on 
t>ehalf  of  all  bondholdera,  whether  the 
bankruptcy  be  of  the  municipality  or. 
in  condtiit  tax-exempt  financing,  of  the 
corporation  that  waa  liable  on  the 
bonda.'*  The'  indenture  trustee  ia  not 
authorised  to  vote  oh  a  plan  of 
reorganisation  or  debt  adjustment. 
However,  the  indenture  trustee  may 
object  to  plans  of  reorganisation  and 
should  object  to  any  plan  that  the  in- 
denture trustee  knows  is  woefully  ina- 
dequate or  not  appropriate. 

A  municipality  in  a  tax-exempt  con- 
duit financing  is  not  liable  on  the  bonds 
except  for  payment  from  the  revenue 
source  pledged    (lease   pay  menu  or 
mortgage  payments  from  the  corpora- 
tion), but  has  a  fiduciary  duty  to  the 
bondholders  to  file  a  proof  of  claim,  if 
appropriate,  or  to  object  to  any  plan  of 
reorganisation  that,  in  the  opinion  of 
the  municipality,  is  not  in  the  best  in- 
terests of  the  municipality  and  the 
bondholders. 

Security  Fraud  Action 
A  court  has  held  that  the  10th 
Amendment  to  the  U.S.  Constitution 
does  not  protect  a  municipality's  issu- 
ance of  industrial  development  bonds 
from  the  application  of  the  federal  se- 
curities law,  since  the  issuance  of 
bonds  does  not  rise  to  the  level  of  tradi- 
tional governmental  functions."  There 
is  a  recent  trend  in  the  case  law  toward 
increasing  the  use  of  federal  security 


fraud  actions  against  issuers,  under- 
writers and  others,  including  munici- 
palities." Numerous  security  fraud  ac- 
tions have  already  been  filed  by  the 
holders  of  WPP8S  4  and  5  Bonds 
against  various  parties  to  the  transac- 
tion. The  best  defense  of  such  actions  ia 
the  careful  conaideration  of  tax-ex- 
empt conduit  financing  at  the  time  of 
approval  in  order  to  enaure  that  the 
bondholdera  and  the  municipality  do 
not  become  victima  of  a  prearranged 
acheme  to  defraud  both  of  them. 
Right  te  Select  Directors 
Or  Appoint  Consultants 

Some  indentures  provide  that,  upon 
default,  the  holders  or  the  indenture 
cnistee  or  the  municipality  have  a 
right  to  select  a  majority  of  the  board 
pf  directors  or  a  certain  number  of  di- 
rectors of  a  private  corporation.  This 
provision  is  normally  found  in  private 
placement  conduit  tax-exempt  financ- 
ing. Care  is  advised  in  exercising  this 
option  —  the  municipality  should  not 
be  involved,  and  it  should  be  left  to  the 
bondholders  or- indenture  trustee  to  de- 
termine the  most  appropriate  action. 
An  important  consideration  is  to  en- 
sure that  the  indenture  trustee  and 
bondholders  are  not  control  persons  or 
insiders. 

The  use  of  consultants  la  helpful  in 
atructuring  a  workout  or  reaolution  of 
a  defaulted  revenue  bond  iaaue.  There 
ia  a  distinction  to  t>e  noted  between 
conduit  issues  and  straight  municipal 
issues,  especially  in  revenue  bonds  for 
the  financing  of  municipal  utilities.  It 
concerns  the  use  of  certain  consultants 
to  confer  with  the  municipal  body  re- 
garding the  rates  or  taxes  to  be 
charged  to  such  utilities  customers.  In 
giving  consultants  the  power  to  ap- 
prove decreases  in  rates  and  to  recom- 
mend increases  in  rates,  care  should 
be  taken  to  enaure  that  it  does  not  con- 
stitute an  improper  delegation  of  the 
municipal  body's  powers. 

Supplemental  Indentures 

Almost  every  indenture  provides, 
and  should  provide,  a  mechanism  to 
allow  it  to  be  supplemented  or  modi- 
fied with  or  without  the  appropriate 
approval  of  the  bondholders.  Modifica- 
tion of  indentures  without  the  consent 
of  the  bondholders  is  only  proper  when 
the  rights  of  the  holders  are  not  affect- 
ed or  when  the  modification  gives  ad- 
'litional  security  to  the  holders."  Sup- 
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plemenUl  indentures  have  been  used 
successfully  by  counsel  when  the  ap- 
proval of  the  holders  Is  necessary  ip 
order  to  resolve  a  defaulted  issue  and 
the  proposal  is  deemed  to  be  meritori- 
ous by  the  holders.  If  the  municipality 
or  indenture  trustee  is  asked  to  be  a 
party  to  a  supplemental  indenture,  it 
should,  before  executing  a  supplemen- 
tal, indenture  without  the  approval  of 
the  holders,  seek  advice  of  counsel  con- 
cerning whether  it  is  in  compliance 
with  the  specific  provisions  of  the  In- 
denture. A  municipality  or  indenture 
trustee  assumes  liability  for  any  dam- 
ages arising  out  of  the  improper  modi- 
fication of  an  indenture." 

Indenture  trustees  should  be  advised 
to  seek  approval  of  the  holders  for  any 
supplemental  indenture,  except  under 
specific,  well-defined  and  undisputed 
instances  when  it  is  to  correct  an  ambi- 
guity, give  additional  security  or  bene- 
fit-to the  holders  and  does  not  impair 
any  of  the  rights  and  Interesu  of  the 
holders. 

Bcsclssi«n  ef  Aoceleratlen 
And  Waiver  ef  Default 

Sometimes  the  obligor,  after  being 
informed  of  acceleration  of  an  Issue, 
may  be  able  to  cure  the  default  that 
causes  acceleration,  but  may  not  be 
able  to  get  the  required  approval  of  the 
bondholders  to  rescind  the  accelera- 
tion. Indentures  should  provide  that 
acceleration.  noUce  to  sell  collateral  or 
the  entry  of  a  final  Judgment  or  decree 
against  the  municipality  can  be  re- 
scinded and  annulled  if  the  obligor 
pays  all  amounts  due  and  owing,  plus 
all  fees  and  expenses  of  the  indenture 
trustee  and  bondholders,  provided  all 
defaulu  have  been  cored  and  a  major- 
ity of  holders  approve  the  rescission  of 
the  acceleration.**  As  noted  above,  the 
fact  that  a  majority  of  holders  must 
approve  resdsslon  of  acceleration  in- 
dicates that  acceleration  in  widely 
held  public  Issues  should  be  employed 
only  with  full  knowledge  of  its 
Consequences. 

Acceptance  ef  Default 
In  widely  held  public  issues  it  may 
sometimes  be  impossible  to  get  an  ap- 
propriate percentage  of  holders  to  di- 
rect certain  action  to  be  taken  to  re- 
solve a  defaulted  issue.  Circumstances 
may  be  that  the  above  remedies  are 
inappropriate,  and  it  is  In  the  best  in- 
terests of  the  holders  to  accept  the  de- 
fault Court  approval  of  acceptance  of 
default  may  be  in  the  best  interesU  of 
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the  municipality,  the  indenture  trustee 
and  the  bondholders.  Accordingly,  in 
most  difficult  circumstances,  counsel 
may  well  consider  recommending  to 
the  holders  or  to  the  indenture  trustee 
that,  given  the  circumstances,  they 
shiHild  accept  the  default  and  proceed 
Willi  itlm>UMliig  a  i^Buiulluti  wIllMut 
taking  legal  action.  The  only  action 
necessary  may  be  seeking  court  ap- 
proval for  the  acceptance  of  the 
default. 

Appllcatlen  of  Proceeds 
The  indenture  should  have  appropri- 
ate provisions  with  regard  to  how  to 
disburse  funds  that  are  collected  pur- 
suant to  the  exercise  of  remedies.  Nor- 
mally.  Indenture   provisions   provide 
that  such  funds  are  to  be  disbursed  as 
follows:  first,  to  pay  costs  and  expenses 
of  the  Indenture  trustee;  then,  to  pay 
principal  and  interest  due  to  the 
holders:  and.  if  there  is  any  surpliis,  to 
distribute  it  to  the  company  or  munici- 
pality. The  funds  collected  for  holders 
who  cannot  be  located  and  are  not 
known,  as  may  happen  in  the  case  of 
municipal  bonds  not  Issued  in  regis- 
tered form,  cannot  be  paid  as  a  wind- 
fall to  known  holders."  Usually,  any 
surplus  money  collected  that  cannot  be 
distributed  because  the  holders  are  not 
known  or  cannot  be  located  goes  either 
to  the  state  or  to  the  municipality." 
Should  Remedies  Be  Taken? 
In  considering  remedies,  it  Is  always 
appropriate  to  be  aware  that  there  are 
times  when  it  may  be  in  the  best  inter- 
esU of  the  holders,  the"  municipality' 
and  iu  citlsens  to  be  patient  and  to 
refrain  from  proceeding  to  an  Immedi- 
ate resort  to  remedies  and  litigation. 
Complete  liquidation  and  acceleration 
of  debt  under  certain  circumstances 
may  no^  be  in  the  best  interests  of  the 
bondholders  and  may  adversely  affect 
the  municipality's  ability  to  resolve 
the  problem.  A  forced  sale  or  accelera- 
tion in  a  conduit  tax-exempt  financing 
may,  in  certain  circumstances,  actual- 
ly impair  the  securfty  of  the  holders 
and  cause  them  to  recover  less.  There- 
fore, it  is  important  in  a  default  situa- 
tion that  the  bondholders  and  others 
involved  in  the  transaction  have  a 
clear  understanding  of  the  rights  and 
remedies  of  the  bondholders  and  a 
good  assessment  of  the  practical,  fi- 
nancial realities  with  regard  to  pro- 
ceeding to  exercise  those  remedies. 

In  the  San  Jose  School  District  situa- 
tion, the  debtor  recognized  its  obliga- 
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Uon  to  the  bondholders.  And  although 
hankruptcy  wat  viewed  aa  a  means  of 
solving  a  labor  problem,  there  was  a 
recognition  that  the  bondholders  mutt 
be  paid.  In  the  far  more  complicated 
V(PP88  situation,  parties  are  still 
searching  for  a  solution.  However,  it  is 
clear  that  the  continued  viability  of  the 
municipal  bond  market  is  premised  on 
the  investors'  confidence  that  they  pur- 
chased valid  and  binding  obligations 
and  they  will  be  repaid.  Any  solution  to 
the  WPP8S  crisis,  including  a  combi- 
nation of  any  of  the  remedies  set  forth 
in  this  article,  must  be  consistent  with 
this  premise. 

There  are  times  when  litigation 
quite  appropriately  determines  a  ser- 
ious pressing  legal  issue.  There  are 
other  times,  when,  regardless  of  the 
merits  of  technical  legal  arguments, 
all  parties  must  rise  above  the  cloud  of 
dust  that  hovers  over  the  battlefield  to 
see  where  the  conflict  is  headed.  At 
this  Juncture,  it  is  difHcult  to  deter- 
mine where  any^  particular  defaulted 
bonds  may  be  headed  or  who  will  pre- 
vail in  any  such  battles  over  defaulted 
municipal  obligations.  However,  there 
should  be  no  lack  of  certitude  as  to  who 
will  eventually  win  the  war  if  we  de- 
sire to  continue  municipal  financing  as 
we  presently  know  It 
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'llic  lack  of  clarity   in  the  rcproJiittion  of  certain  of  the 
folloiiing  appendixes   is  due  to  the  miiivailahility  of 
original  copies. 
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billion  vtn  used  for  electric  and 
ti»%  oprraiinf:  prajrrif.  S3  5  bil- 
lion «-crr  uftcd  for  houftiniE.  S I  3 
billion  were  ufted  )or  hospital 
and  health  care  facilities.  S922 
million  vrre  used  for  iranspona- 
tion.  includinfs  roads.  brid|:rs 
tunnels,  pons,  airports  and 
transit  systems.  8746  million 
were  used  for  economic  develop- 
ment. S633  million  were  used  for 
pollution  control,  and  S390  mil- 
lion were  used  for  other  public 
purposes  such  as  counhousc. 
Jails  and  fire  stations. 

The  United  Slates  contains  the 
most  extensile  and  sophisticat- 
ed public  works  system  in  the 
world,  including  3.666.000 
miles  of  roadways.  565.000 
bridges.  1 .000  public  mass  tran- 
sit systems.  16.000  airports 
3S.000  miles  of  mi.-) nd  mnti  in 
iracoastal  wairrM-avs  70.0iKi 
dams.  900.000  miirs  of  plpe-m- 
waier  suppi\  s>  stems,  and 
15.000  waste'  water  treaimrni 
plants  Much  dependf  on  Ihr  cf- 
ficieni  operation  of  tlu'?>r  munic- 
ipal facilities,  most  of  which  arr 
financed  by  revenue  bonds  pur- 
chased by' the  municipal  bond 
markri 

The  Congressional  Ondpri  Of- 
fice estimates  that  the  cost  of 
meeting,  on  a  nationwide  basis. 
infrastructure  needs  will  be  S 1 . 1 
trillion  dollars  over  the  next 
twenty  years  Only  half  of  ihr 
cost  is  likely  to  be  provided  b> 
federal  government.   More  dra- 
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'■-..•  I  ..1  r!i;i:K«.»  arr  not 
•>'.!•  •  ".  r.iv  rtr«  AS  n-.futmir  as 
I'l  •..•!  I-  u  f;:'-l.  ;>w«h  .*nd  shovr 
:r.i  cri  u't:  Aiui  drvrlopmrnt  of 
M-.t«.  idiii-.m  It  therr  are  uncer- 
!;iir<t!cv  litcrd  hy  municipal  bond 
Mursinrs  in  purchasing  munici- 
;i.i:  tM)nr!>>  dur  to  interpret  at  ions 
I  •  it-.c  prrsriu  bankruptcy  code 
«!...  ;-.  u-.::  l.r  discussed  bek»w. 
It  •:-.  tl.i-  niarkrl  will  begin  to 
(,'-.irM;<ir.  Iht*  advisabilily  of  such 
::-.\i-v::TMnt  .^^  a  result,  the 
n».«rkr;  m:n  either  demonstrate 
Crt-.ii«r  M-lc-rt!vit\  in  the  obliga- 
tioTis  purchased  or  increase  the 
COM  oi  borrowing,  both  of  which 
would  most  drastically  affect 
ihoM'  w  ho  most  need  financing 

The  Increase  of  MuBlelpal 
Financial  Problems. 

Over  the  past  150  years,  van- 
ous  governmental  bodies  in  the 
Unin-ri  Slates  have  fallen  victim 
ic  hnancial  crisis,  including 
Slates,  counites  and  municipal- 
ities Such  difficulties  did  not 
end  With  the  Great  Depression  of 
the  1930s,  and  since  the  I94(>s 
thrrc-  ha*  been  an  ever-increas- 
inc  incidence  of  local  govern- 
ntt-ni  bodies  either  experiencing 
difficulties  in  meeting  their  fi- 
nancial obligations  or  defaulting 
on  their  municipal  obliganons. 
Heiween  1839  and  1969  there 
were  6.217  recorded  defaults 
Between  1945  and  1970.  ap- 
proximately S450  million  of  the 
principal  amount  of  municipal 
bonds  went  into  default,  consti- 
tuting 0.4%  of  the  pnnctpal 
amount  of  outstanding  munici- 
pal bonds  in  1970.  During  the 
Great  Depression  (I929-I937| 
there  were  4.770  recorded  de- 
faults. During  the  last  thirteen 
years  there  have  been  at  least  45 
government  defaults,  including 
9  on  general  obligation  borKfs. 

Approximately  75%  of  all  the 
defaults  during  the  1945-1970 
period  involved  toll  facilities:  the 
default  of  the  West  Virginia 
Turnpike  Commission 

(8133.000.000  in  principal 
amount  of  revenue  bonds):  the 
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drfauH  of  the  Caiumrt  Mvwa%- 
(SI  01. 000. 000  in  principal 
amount  of  rrvenur  bonds),  thr 
drfauH  of  Srrirs  C  of  the  Chrsa- 
pcnkc  Bay  Brtdgr  and  Tunnel 
Hcvtnuc  Bonds  (SI 00.000.000 
in  principal  amount  of  revenue 
bonds  ) 

The  default  of  the  WashinKton 
Public  SuppJv  System  Project  4 
and  5  Bonds  is  the  largest  de- 
fault of  revenue  bonds  in  hision- 
with  more  than  S2. 250.000.000 
principal  amount  outstanding 

Cenrrally  municipal  debt  ad- 
justment has  meant  bondhold- 
ers ha\ T  bern  paid  pnncip.il  and 
init-rrs!.  but  o\jr  a  longer  period 
of  I  line  There  has  genera II V  not 
wt-n  a  driisiir  rrduriinn  or  for- 
C<vi-nrs>  of  ttir  princifKil  amount 
<'!  M>f  tj«mds  Sincr  1937.  when 
«•'•<•  (irsl  cnnsi  luliuii.il  ledrral 
nv.jriH  :;j;,|  b^nkruplrv  legiNiii- 
iK.M  u.,"-  ;).isvr(|.  there  hate  iN-rn 
3'- ,  ( .,srj.  (,;,.,}  ^n\■^Jl^  ,nji  muniri- 

pal  bndirs  iviufrn  IV.'.T  and 
1972  thrrr  wrrr  3<«2  c»tri.  Jilrd 
involvinc  a  total  adniMird  in- 
tirhtrrttuss  f.|  i.|  jiroximiitrlv 
52  iT  minior-,  tallK-::  smaW  in  Tr- 
im inus}  ay  i„  ihr  lou:  M.-„,  ;,„rt 
Um  „.  fi.i:*.i;«nd!Mi:  inrtrtMPrtnr.ss 
in  !  !'■":  r'.  m  r\<  i-*^  o*  s  ;  74  mil 
lior.;  Ttii  Amo\ir.:  fKnr*  on  surti 
■miinu-ip.,;  I);,nkr;i;.:i\  ilctiis  rv- 
crrdrrt  <l4fi  million  and  the 
amount  n(  Ins*,  nas  approxi- 
mairlv  S77  million 

IVtH-ren  1973  and  October  I. 
1979  there  were  nine  bankrupt- 
cy cases  filrd  bv  municipal  IkxJ- 
les  From  Oct otxr  1.  I979|effec- 
uvr  dair  of  thr  l);inkruptcv 
Kelorm  Act  of  I97H  (the  'Uiink- 
niptc>  CiKir  |.  there  h;i\e  been 
16  cases  filrd  under  the  new 
Chapter  9  It  shotiM  be  noted 
that  there  were  more  than 
20.000  Chapter  II  (Corporate 
Reorganization)  Petitions  filed  in 
the  United  Slates  in  1984. 

Municipal  bodies  have  found 
less  motivation  and  desire  then 
their  corftorate  counterparts  to 
become  involved  in  a  bankrupt- 
cy proceeding,  in  pan  due  to  the 
stigma  of  bankruptcy  and  the 
questionable  effect  siich  would 
have  on  the  municipality's  abili- 
ty to  obtain  financing. 
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Rsccnt  Municipal  Baokrapt- 
cl«»  sad  Thr«au  of 
Bankrapcclca. 

The  causes  of  receni  munici- 
pal banknipicies  include  large 
Judgmenis  which  (he  local  gov- 
ernmenisarr  unable  to  pa  v.  oth- 
er court  actions,  burdensome  la- 
bor contracts,  related  real  estate 
devetopments  which  went  into 
private  bankruptcy,  changes  in 
government  structure,  and  poor 
financial  planning 

Given  recent  legislative  re- 
stncitons  on  taxation  combined 
with  the  economic  factor  of  in- 
creasing  cost  of  providing  mini- 
mal municipal  serxiees.  munici- 
paliiies  lace  an  increasing 
difficulty  in  meeting  their  debt 
obligation  Furthermore,  munic- 
ipal utilities  which  can  be  eligi- 
ble to  be  debtors  under  Chapter 
9  are  faced  with  enormous  pres- 
sure to  avoid  raising  rates,  al- 
though the  costs  of  providing 
»uch  services  is  increasing. 

The  reasons  for  the  recent  mu- 
ntctpal  bankruptcies  are  as  var- 
ied as  the  units  of  local  govern- 
ment (hemaeh-es.  South  Tucson, 
for  example,  filed  a  petition  pur- 
suant to  Chapter  9  when  a  large 
iu0f(ment  was  entered  against  ii 
because  od  an  accideni  suffered 
by  a  Tucson  police  officer.  The 
petition  filed  bv  Bav  Citv.  Miss 
was  also  motivated  bv  a  large 
personal  injury  Judgment.  The 
San  Jose  School  District  filed  it 
could  not  meet  what  it  consid- 
ered to  be  onerous  obllgattons 
pursuant  to  Its  Ubor  contracts 
and  an  unfavorable  labor  arbi- 
Intton  award. 

Wapanucka.  Okla.  filed  for 
Chapter  9  relief  after  k»sing  in  a 
condemnation  action  to  a  prop- 
erty owner  over  a  water  well.  Un- 
der Oklahoma  law.  judgments 
are  paid  from  property  taxes. 

Chapter  9  would'  certainlv 
hax-e  to  be  considered  by  munici- 
palities faced  with  an  annihilat- 
ing judgment  based  on  other  the- 
ories of  municipal  liabtlitv.  For 
example,  an  antitrust  Judgment 
Involving  the  issue  of  citv  sewer 
senicc  in  the  amount  of  S28.5 
million  dollars  was  entered 
against  Crayslake.  Ill  .  a  town  of 
only  500  people    Furthermore. 
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brlca|;urrr(1  ultiliirh  nre  diHCuHS- 
Ing  (Mnknipiry  us  n  possibk  so- 
lulion  10  ihrir' problrmii  Rank- 
rupicy  IS  St  til  biMiic  roriMrirrrd 
aft  an  optiun  ol  ihr  Wakhincion 
Publir  Suppl\  S%Mrin  iti  c.  .inc 
wnh  H*  defaull  bcmd  haliii»l\  on 
Prolrri*  4  and  S 

the  HIatorlcal  Reoia  of 
Chapter  9. 

Dunnp  ihr  1970  s.  Ihr  rxprri- 
tncr  of  Nr«  York  Cily  and  oihrr 
iroubird  municipaluirs  indirai- 
«1  thai  Ihr  prior  frdrral  bank- 
rupirv  Maiutr  was  not  a  rraliMic 
option  m  thai  II  provided  no  rral 
solution  to  Ihrir  problrms  One 
of  ihf  stales  p»irpo»f »  of  ihr  cur- 
rvnt  Chapter  9  of  the  Bankrupt- 
rv  Code  was  to  prmide  a  work- 
able procedure  so  that  a 
muntcipaiity  of  any  sixe  that  has 
encouniered  financial  difficulty 
may  work  with  its  creditors  to 
adjust  its  debts. 

While  there  are  some  positive 
features,  ambifiuiiies  in  the 
Bankruptcy  Code  coutd  have  a 
disruptive  effect  on  municipal 
finance. 

Under  the  Bankruptcy  Code,  a 
Chapter  9  proceedinf:  is  a  means 
of  debt  adjustment,  not  elimina- 
tion of  debts  Only  a  municipal- 
Uv  mav  be  a  debtor  under  Chap- 
ter 9  ISectlon  l09(cX  I II  and  only 
a  municipaliiv  mav  file  a  petition 
under  Chapter  9  ISection  30 1 1 
Creditors  of  a  municipality  can- 
not institute  inx-oiunian  pro- 
cccdinfES.  ISee  Sections  303  and 
901  (all  Chapter  9  is  I  he  exclu- 
sive Chapter  under  which  mu- 
nicipallites  can  file. 

Exlstlnf  Cede  Provlatons 
Have  Created  Lack  of  Confi- 
dence In  Municipal  Finance. 

To  a  fLTTMi  dej^ree.  il»c  current 
Bankruptcy  Code  is  a  produrt  of 
bankruptcy  lawyers  who  did  not 
have  extensi»"e  exposure  to  mu- 
nicipal finance  Therefore,  al- 
Ihoufsh  a  sincere  effort  was  made 
to  provide  municipalities  with  a 
workable  vehicle  for  soivinp  fis- 
cal problems,  a  number  of  ques- 
tions are  raised  by  the  exist inf! 
legislation,  including! 
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1 .  Pledfte  of  Revenues 
Under    Section    552    of    the 

Bank  rupic\- Code,  applicable  to  a 
Chapter  9.  a  Hen  terminates 
upon  bankruptcy  as  to  property 
acquired  after  the  ntin|:  of  a  peti- 
tion except  for  "proceeds,  prod- 
uct. ETC."  of  property  already 
•ubfect  to  the  Hen.  Various  ques- 
tions have  been  raised  as  to 
whether  a  pledge  of  municipal 
revenue  and  the  lien  created 
thereby-  will  be  terminated  in  a 
municipal  bankruptcy  due  to  the 
application  of  Section  552  to 
Chapter  9. 

2.  Preferences 

Under  Section  547  of  the 
Bankruptcy  Code,  applicable  to  a 
Chapter  9.  under  certain  condi- 
tiona.  payments  by  a  debtor 
Within  90  days  of  bankruptcy 
are  voidable.  Some  have  argued 
that  a  payment  of  pledged  reve- 
nues b\-  a  municipality  to  bund- 
holders  within  90  days  of  filing 
would  be  preferential.  Moreover, 
depending  upon  the  time  of  iitt 
payments,  payment  to  defease  a 
bond  issue  could  be  argued  to  be 
preferential. 

3.  Transformation  of  Re\-enue 
Bond  Issues  Into  A  General 
Obligation. 

Under  Section  1 1 1  Mb|  of  the 
Bankruptcy  Code,  a  class  of 
creditors  may  elect  as  a  class  to 
have  their  entire  claim  treated  as 
secured  by  revenues  or  as  with 
recourse.  In  the  municipal  con- 
text, such  could  transform  a  rev- 
enue bond  Issue  Into  a  (t^ neral 
obligation  of  the  debtor  in  viola- 
tion of  constitutional  and  statu- 
lor>- drbl  limitation 

4.  Clarilicalion  of  Municipal 
Insolvency 

The  traditional  usi  ol  inM>l- 
x-ency.  thai  debts  c\c«cd  ;isMih. 
Is  mislradinf:  a&  applied  lo  h  mu- 
nirlpal  debtor   Many  municipal- 
ities may  be  lermcd  "Insolvent  " 
If  assets   exempt    from   aiiarh- 
meni  by  state  law  arc  excluded 
Further  the  definition  of  insol- 
vency based  upon  the  value  of 
assets  of  a  muntnpallty  is  ques- 
tionable since  such  a  dclerminH- 
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tlon  In  susccptablr  lo  mtrt  spec- 
ulation 0vtn  Ihr  nature  of  many 
munlclpal  assets. 

Sections  547..552(a|  and 
1 1 1 1(b)  of  Ihr  Bankruptcy  Code, 
made  applicable  to  Chapi'rr  9  by 
Section  901.  create  uncertainiy 
as  to  thetr  application  and  hin- 
der the  ability  of  financially  dr- 
prcsaed  municipalities  to  contin- 
ue to  obtain  the  financinf; 
needed  to  successfully  work  out 
of  fliMnrtal  problems.' As  a  prac- 
tical matter,  the  application  of 
SectkMis547. S52|a)and  1 1  llfb) 
of  the  Bankruptcy  Code  to  Chap- 
ter 9  caused  the  followinj* 
difnculties: 

1 .  H  is  contrarx'  to  the  idea  of 
Federalism  which  was  a  premise 
to  the  Bankruptcy  Code  since 
these  sections  can  be  interpreted 
as  terminatinf!  the  pledfjrs  of 
revenue  granted  and  guaranteed 
by  state  statutes  and  local 
ordinances. 

2.  it  hinders  and  lessens  the 
availabihty  of  bond  financing  to 
financially  troubled  munictpal- 
Kics  b\'  the  uncertainty  created 
by  the 'preference  provision.  Sec- 
tion 547.  and  the  termination  of 
the  pledge  of  revenues.  Section 
552.  (These  Sections  decrease 
access  to  needed  interim  financ- 
ing due  to  concerns  about  the 
municipality  instituting  a  Chap- 
ter 9  proceeding  which  could  im- 
pair Payments  and  Pledges  made 
within  ninety  days  of  the  dale  of 
filing  and  terminate  the  pay- 
ment under  a  Pledge  of  Revenue 
after  fiHng). 

3.  it  will  cause  municipahlie» 
In  practice  to  either  refrain  from 
the  use  of  Chapter  9  or  will  rr- 
quirea  munlcipahiy  in  a  Chapter 
9  proceeding  to  ignore  the  man- 
date of  Sections  547.  552  and 
llll(bi. 

4.  It  will  pre\-ent  municipal- 
ities who  use  Chapter  9  from  be- 
ing able  to  obtain  financing  giv- 
en the  unceriainiv  or  the 
appllca(k>n  of  Sections  547.  552 
and  1 1 1  l(b|.  Municipalities,  es- 
pecially small  and  medium  sixe. 
witl  need  extensl\*e  municipal  fi- 
nancing during  the  next  twenty 
years  to  fund  needed  infrastruc- 
ture improvements  and  delayed 
maintenance  while  the  same 
municipalities  have  experienced 
an  erosion  of  their  tax  base,  and 
the  "Propoaltlon  13"  mentality 
requesting  reductton  in  taxes. 


Amcadmciiis    To 
Tkc  Baakniptej  C«dc. 

As  presently  drafted,  the  Mu- 
nicipal Banknjptc>-  Provisions  of 
tl)e  Bankruptcy  Code  fail  to  take 
Into  account  the  realities  of  mu- 
nicipal finance.  However,  the 
Government  Finance  officers 
AsaodatMrn.  National  League  of 
Clllcs.  and  the  National  Associa- 
thm  of  Bond  l.aw\*ers  have  pro- 
posed legislation 'which  should 
solve  numerous  problems.  To  be 
cffectU'e.  new  legislation  should 
Include  the  following  proposals: 

I .  Pledge  of  Revenues 

Post  petition  effect  security 
Interest. 

(a)  Notwithstanding  section 
552|a|  of  this  title  and  subject  to 
subsection  (b|  of  this  section, 
special  re\-cnues  acquired  by  Ihr 
debtor  after  the  commrncrmrnt 
of  thr  casr  remain  subitTt  to  any 
lien  rrsulting  from  any  security 
agrrrmrnt  cnicrrd  Into  by  the 


romniriMT- 


:;  A:.-,  vin  ?;  Iirr.  on  !>|vri;«l 
f>>«r,.i'>  nit»ri  ili^iii  miininiKil 
I.I  : !»  •  T:t«  r.i  ;i>m  ssnirtils.  dr- 
r'\ri:  rtrri;  :,  prim-ct  oi  f\-Mrni  is 
s;;!>'«f:  !(■  tl:t  nrri-swtr\- o;«rrai- 
i:i{;  ivfTHM^  ol  Mfcit  projtTi  or 
*\M«!:-..  ii*  Uir  r*M-  may  Iw. 

Tcis  M«-u  lMnp;i4f:r  u-miid  (K-r- 
iT.i;  ;«  Urvi  or.  sfwrial  irvrnurs  lo 
r(>ti;>nii('  iinrlt-i  M;«ir  law  ^ubor• 
rtmai*-  lo  nrrf%sark-  o|Kraiing 
ex(K-nM->  of  a  pr«i)rcl  or  system. 
2.  I'rrfrrencrs 

"A  transiri  of  property  of  thr 
drixor  lo  or  lor  tlie  bcnrfil  of  any 
hokirr  of  lx>nd  or  noir.  on  ac- 
count of  such  lx>nd  or  note,  may 
not  tK  Avoided  under  Section 
547  of  this  title." 

As.  a  result,  concerns  atioul 
payments,  dcfeakancr  or  ad- 
vance refundings  as  being  pref- 
erential should  be  avoided. 

3.  Revenue  Bonds  As  Recourse 
Claim 

"The  holder  of  a  claim  pav-ablc 
solely  from  special  revenues  of 

the  detNor  under  applicable  non- 
bankruptcy  law  shall  not  br 
treated  as  having  recourse 
against  the  debtor  on  account  of 
such  claim  pursuant  of  section 
llll(b|" 

The  effect  of  this  provision  is 
that  the  holders  of  bonds  which 
are  contractually  payable  only 
out  of  revenues  arc  deemed  to 
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have    madr    ihr    r  tret  ton    dc- 
icnbrdin  IMI(b| 
4.  Intoli'cnry 

•"InsoK-rnf...  mrans  rtnanrial 
condition  such  thai  ihc  munici-  . 
palMy  IS  gcncrallv  not  payinf:  ll^ 
debt*  as  t^ry  become  due  unless 
such  debis  are  Ihr  subjrri  o(  a 
bonafidr  di&puie  ' 

Given  the  naitirr  of  municip.'il 
assets,    ihis    pro|K)sed    amend- 


ment offer  a  more  rriilistir  leM  to 
determine  If  a  municipnliiv  is  in- 
solvent.  In  addiiinn.  the  groups 
are  reeommendinp  other  techni- 
cal amendments  deMCnrtl  in 
irmedy  the  above- referred  to 
•mbl|!uities.  inciudmp  exrluMon 
of  pirdfied  revenues  from  the  ef- 
fect of  the  "auiomaiir  st;«>  ' 
caused  by  the  UUnfi  of  a  Bank- 
ruptcy Petition 
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PROPOSED  MUNICIPAL  BANKRUPTCY  AMENDMENTS 


Rev.  4/22/85 


James  W.  Perkins,  President  of  the  National  Association  of  Bond  Lawyers, 
in  connection  witih  the  author,  and  the  National  League  of  Cities  and  Government 
Finance    Officers    Association    have    prepared    the    following    municipal    bankruptcy 
amendments. 

SECTION  1.     Section  109(c)(3)  of  title  11  of  the  United  States  Code    Is 

amended  by  striking  the  words  '*or  unable  to  meet  such  entity's  debts  as  such  debts 

mature**. 

Comment:  This  amendment  and  the  proposed  S902(l)  (see  Section  3 
below)  go  together.  They  make  a  general  failure  to  pay  debts  the  criterion 
for  municipal  insolvency  and  eligibility  for  filing.  They  replace  the  assets 
vs.  liabilities  test.  The  assets  vs.  liabilities  test  is  not  meaningful  in  the 
case  of  a  municipality.  See  the  Comment  on  proposed  S902(l)  below. 


ded 


amended 


SECTION  2.   Section  901(a)  of  title  11  of  the  United  States  Code  is  amen- 

(1)  by  inserting  ''507(b),'*  after  ''507(a)(1),"  and 

(2)  by  inserting  ''1129(a)(6),'*  after  "1129(a)(3),". 

Comments  The  superpriority  provision  of  S507(b)  should  be  applica- 
ble to  municipalities,  as  it  is  to  other  debtors,  where  damage  results  from  a 
stay  or  lien  although  adequate  protection  is  required  by  S362  or  364. 

Section  1129(a)(6)  should  apply  to  municipalities,  as  it  does  to  other 
debtors,  since  municipal  utilities  are  subject  to  rate  regulation  in  a  number 
of  states. 

SECTION   3.      Section   902   of   title    11   of   the   United   States   Code   is 

(1)  by  redesignating  clauses  (2),  (3)  and  (4)  as  (4),  (5)  and  (6) 
respectively,  and 
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99 
(2)        by  inserting  new  clauses  (1)  and  (2)  as  follows: 

"(1)  'insolvent',  notwithstanding  Sl01(29),  when  used  in  a 
section  that  is  made  applicable  in  a  case  under  this  chapter  by 
section  103(e)  or  901  of  this  title,  means  financial  condition  such 
that  the  municipality  is  generally  not  paying  its  debts  as  they 
become  due  unless  such  debts  are  the  subject  of  a  bona  fide  dispute." 

"(2)      'special  revenues'  means  (a)  receipts  derived  from  the 

ownership,  operation  or  disposition  of  projects  or  systems  of  the 

debtor  that  are  primarily  used  or  intended  to  be  used  primarily  to 

provide    transportation,    utility,   or  other  services,    including   the 

proceeds   of  borrowings   to   finance   the  projects  or  systems,   (b) 

special  excise  taxes  imposed  on  particular  activities  or  transactions, 

(c)  incremental  tax  receipts  from  the  benefited  area  in  the  case  of 

tax-increment  financing,  (d)  other  revenues  or  receipts  derived  from 

particular  functions  of  the  debtor,  whether  or  not  the  debtor  has 

other  functions,  (e)  taxes  specifically  levied  to  finance  one  or  more 

projects  or  systems,  but  not  including  (except  for  tax-increment 

financing)  receipts  from  general  property,  sales  or  income  taxes 

levied  to  finance  the  general  purposes  of  the  debtor.** 

Comment:  Section  101(26)  defines  insolvency  as  debts  exceeding  the 
fair  value  of  assets.  Many  municipal  assets  are  special-purpose  assets  and 
have  a  highly  uncertain  marlcet  value,  which  is  probably  less  than  cost. 
Under  these  circumstances,  many  healthy  municipalities  would  be  treated 
as  "insolvent".  Also  many  municipal  assets  cannot  be  reached  to  pay  debts, 
rendering  the  assets  vs.  liabilities  test  somewhat  irrelevant  to  creditors. 
This  amendment  uses  a  more  realistic  test  to  determine  whether  the  muni- 
cipality is  insolvent.  It  is  the  same  as  that  applicable  to  involuntary  bank- 
ruptcy under  Section  303(h)(1).  The  change  in  Sl09(c)(3)  (above)  is  correla- 
tive to  this  change. 

If  a  department  of  a  municipality  is  financed  by  indebtedness  pay- 
able solely  from  revenues  attributable  to  that  department  a  general  failure 
to  pay  such  indebtedness  as  it  becomes  due  would,  if  it  is  substantial  in 
amount,  cause  the  municipality  to  be  considered  insolvent. 
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Tlie  present  tense  in  the  definition  of  ''insolvent'*  refers  to  the  time 
at  which  the  definition  is  important,  i.e.,  at  the  petition  date  for  purposes 
of  Sl09(c),  at  the  transfer  date  for  purposes  of  S547,  and  the  like. 

A  deliberate  failure  to  pay  indebtedness  in  order  to  create  eligibility 
to  file  a  petition  under  this  chapter  would  be  (grounds  for  dismissal  under 
section  921(c). 

The  definition  of  special  revenues  is  needed  for  the  purposes  of 
revised  sections  922,  925  and  927. 

Examples  of  the  special  revenues  mentioned  in  clause  (a)  include 
receipts  from  the  operation  of  a  municipal  water  or  electric  system. 

An  excise  tax  on  hotel  and  motel  rooms  or  the  sale  of  alcoholic 
beverages  would  be  a  special  excise  tax  under  clause  (b).  A  general  sales 
tax  would  not. 

In  a  typical  tax-increment  financing  public  improvements  are 
financed  by  bonds  payable  solely  from  and  secured  by  a  lien  on  incremental 
tax  receipts  resulting  from  increased  valuations  in  the  benefited  area. 
Although  these  receipts  are  part  of  the  general  tax  levy,  they  are  consi- 
dered to  be  attributable  to  the  improvements  so  financed  and  are  not  part 
of  the  pre-existing  tax  base  of  the  community. 

Examples  of  revenues  from  particular  functions  under  clause  (d) 
would  include  regulatory  fees  and  stamp  taxes  imposed  for  the  recording  of 


Under  clause  (e)  an  incremental  sales  or  property  tax  specifically 
levied  to  pay  indebtedness  incurred  for  a  capital  improvement  and  not  for 
the  operating  expenses  or  general  purposes  of  the  debtor  would  be  consi- 
dered special  revenues.  For  this  purpose  a  project  or  system  may  or  may 
not  be  revenue-producing. 

SECTION  4.   Section  922  of  title  11  of  the  United  States  Code  is  amended 
by  adding  a  new  subsection  (c)  as  follows: 

'*(c)  The  filing  of  a  petition  under  this  chapter  does  not  operate  as  a 
stay  of  application  of  pledged  special  revenues  in  a  manner  consistent  with 
section  927  of  this  title  to  payment  of  indebtedness  secured  by  such  reve- 
nues.** 

Comment:  Where  a  pledge  of  revenues  survives  under  Section  927, 
it  would  be  needlessly  disruptive  to  financial  markets  for  the  effectuation 
of  the  pledge  to  be  frustrated  by  an  automatic  stay. 
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SECTION   S.      Section   92S   of   title    11   of   the   United   States   Code    is 

(1)  by  adding  to  the  section  heading  the  following:  "and  certain 
secured  claims'*; 

(2)  by  striking  out  '*A'*  and  inserting  '*(a)  A"  in  lieu  thereof;  and 

(3)  by  adding  a  new  subsection  (b)  to  read  as  follows: 

'*(b)      The  holder  of  a  claim  payable  solely  from  special  revenues  of 

the  debtor  under  applicable  non-bankruptcy  law  shall  not  be  treated  as 

having  recourse  against  the  debtor  on  account  of  such  claim  pursuant  to 

section  lllKb).** 

Comment:  Section  1111(b)  provides  that  in  some  circumstances  non- 
recourse debt  may  be  treated'as  recourse  debt.  Many  municipal  obligations 
are,  by  reason  of  constitutional*  statutory  or  charter  provisions*  payable 
solely  from  special  revenues.  This  amendment  leaves  these  legal  and 
contractual  limitations  intact  without  otherwise  altering  the  provisions 
with  respect  to  non-recourse  financing. 

SECTION   6.      Section    926    of   title    11   of   the   United   States   Code    is 


amended  ~ 


(1)  by  inserting  "(a)"  before  "If";  and 

(2)  by  adding  a  new  subsection  (b)  as  follows: 

"(b)       A  transfer  of  property  of  the  debtor  to  or  for  the  benefit  of 

any  holder  of  a  bond  or  note,  on  account  of  such  bond  or  note,  may  not  t>e 

avoided  under  section  547  of  this  title." 

Comment:  In  the  case  of  a  municipality  it  is  not  considered  neces- 
sary to  legislate  broadly  against  preferential  treatment  of  bond  and  note- 
holders. There  is  not  likely  to  be  a  high  incidence  of  preferential  treat- 
ment of  these  creditors  and,  where  there  is  an  actual  intent  to  hinder, 
delay  or  defraud  other  creditors,  section  548  would  apply.  The  existing 
law,  under  which  section  547  applies  to  municipal  bonds  and  notes,  creates 
unforeseen  problems  and  uncertainties.  For  example,  most  municipal 
revenue  bonds  involve  a  pledge  of  special  revenues  but  do  not  include  a 
mortgage  or  other  security  interest  on  any  revenue  source.  The  application 
of  section  547  to  them  could  cause  payments  of  such  bonds  in  the  normal 
course  to  be  treated  as  preferences  since  the  lien  on  revenues  received 
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during  the  preference  period  would  be  treated  as  coming  into  existence 
during  the  preference  period  and  not  before.  In  addition,  the  deposit  of 
money  or  securities  in  escrow  to  "defease**  the  lien  of  a  prior  bond  inden- 
ture, which  is  a  common  occurrence,  could  also  be  treated  as  a  preference 
notwithstanding  the  absence  of  any  preferential  intent  or  actual  damage  to 
other  creditors. 

SECTION  7.  Section  927  of  title  11  of  the  United  States  Code  is  redesigna- 
ted as  section  929. 

SECTION  8.  Title  11  of  the  United  States  Code  is  amended  by  adding  new 
sections  927  and  928  to  read  as  follows: 

"§927.  Post-petition  effect  of  security  interest. 

(a)  Notwithstanding  section  552(a)  of  this  title  and  subject  to 
subsection  (b)  of  this  section,  special  revenues  acquired  by  the  debtor  after 
the  commencement  of  the  case  remain  subject  to  any  lien  resulting  from 
any  security  agreement  entered  into  by  the  debtor  before  the  commence- 
ment of  the  case. 

(b)  Any   such   lien  on   special  revenues,   other   than   municipal 

betterment  assessments,  derived  from  a  project  or  system  is  subject  to  the 

necessary  operating  expenses  of  such  project  or  system,  as  the  case  may 

be. 

Comment:  If  deemed  to  apply.  Section  552(a)  could  terminate  the 
security  for  municipal  revenue  bonds  upon  commencement  of  the  case 
where  (as  is  usually  the  case)  there  is  no  mortgage  or  security  interest  on 
any  revenue  source.  Paragraph  (a)  makes  it  clear  that  such  a  result  is  not 
intended.  It  permits  a  lien  on  special  revenues  to  continue  under  state  law 
but,  under  paragpraph  (b),  a  lien  on  project  or  system  revenues  would  be 
subordinate  to  necessary  operating  expenses  of  the  project  or  system. 
Necessary  operating  expenses  are  operating  expenses  which  are  necessary 
to  keep  the  project  or  system  going.  Pre-petition  operating  expenses  are 
included  to  the  extent  payment  is  deemed  necessary  by  the  court  for  this 
purpose. 

In  the  case  of  a  project  financing  the  lien  would  be  subordinate  to 
the  necessary  operating  expenses  of  the  project.  In  the  case  of  a  system 
financing  the  lien  would  be  subordinate  to  the  necessary  operating  expenses 
of  the  system.  An  example  of  a  project  financing  would  be  the  financing  of 
an  electric  generating  plant  by  indebtedness  secured  by  a  lien  on  revenues 


515 


103 

from  the  sale  of  output  of  the  particular  facility.  An  example  of  system 
financing  would  l>e  the  financing  of  improvements  to  a  local  electric  distri- 
bution system  secured  by  a  lien  on  revenues  of  the  entire  system. 

Subsection  <b)  reflects  the  fact  that  betterment  assessments  are 
levied  to  finance  the  construction  costs  of  sewers,  streets  and  the  like  and 
that  the  operating  costs  are  financed  separately  out  of  current  user  charges 
or  taxation.  In  the  case  of  bonds  secured  by  these  assessments,  subordina- 
ting the  lien  to  operating  expenses  would  materially  change  the  bargain. 

Subsection  (b)  sets  forth  a  minimum  standard  for  paying  operating 
expenses  ahead  of  debt  service  where  revenues  are  pledged.  It  is  not 
intended  to  displace  any  broader  standard  contained  in  the  terms  of  the 
pledge  or  applicable  nonbankruptcy  law. 

S928.    Municipal  Leases.    Notwithstanding  section  365(m)  of  this  title,  a 

lease  to  a  municipality  shall  not  be  treated  as  an  executory  contract  or  lease  for  the 

purposes  of  sections  36S  and  S02(b)(6)  solely  by  reason  of  its  being  subject  to  termination 

in  the  event  the  debtor  fails  to  appropriate  rent. 

Commenti  For  reasons  unique  to  municipalities,  many  financing 
leases  are  required  to  be  subject  to  appropriation  of  the  rent.  These  are 
generally  marketed  as  debt  obligations  and  treated  as  debt  obligations  for 
tax  purposes.  They  should  be  treated  in  the  same  way  for  bankruptcy 
purposes. 


ded  by: 


SECTION  9.   Section  943(b)  of  title  11  of  the  United  States  Code  is  amen- 

(1)  striking  **and**  from  clause  (5)' 

(2)  renumbering  clause  (6)  as  clause  (7);  and 

(3)  inserting  a  new  clause  (6)  as  follows: 

'*(6)      any  regulatory  or  electoral  approval  necessary  under 

applicable  nonbankruptcy  law  in  order  to  carry  out  any  provision  of 

the  plan  has  been  obtained,  or  such  provision  is  expressly  conditioned 

on  such  approval;  and** 

Comment:  Many  municipal  actions  require  regulatory  or  electoral 
approval  under  constitutional,  statutory  or  charter  provisions.  These 
approvals  are  not  limited  to  rates  but  extend  often  to  such  other  matters  as 
the  acquisition  or  disposition  of  property  or  the  incurring  of  indebtedness. 
A  plan  of  adjustment  should  not  call  for  action  to  be  taken  without  the 


516 


104 


requisite  approval.  Clause  (6)  does  not  require  voter  approval  for  the  plan 
but  only  for  actions  to  be  taken  under  the  plan  which  would  require  such 
approval  if  talcen  otherwise  than  under  the  plan. 
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CAN  THE  CTTY  OF  BVBRBRIGHT  SURVIYB: 
DEFAULT  AND  UABIUTIES 

A  CASE  STUDY 

I.  FAILED  mjNldPAL  ELECTRIC  PROJECT. 

A.  City  Attempts  Bailout. 

CITY  OF  EVERBRIGHT  ("Clty^  which  is  located  on  the  shores  of  the 
Everflow  River  has  Issued  Bond  Anticipation  Notes  (**BANS**)  for  the 
purpose  of  acquiring  certain  lands  and  construction  of  a  hydroelectric 
generating  facility  called  the  Everflow  Project.  The  BANS  in  the 
amount  of  One  Hundred  Million  Dollars  ($100,000,000)  have  a  maturity 
date  of  December  1,  1985.  Funds  sufficient  to  pay  interest  up  to 
December  1,  1985  have  been  placed  in  an  Interest  Reserve  Fund.  The 
Project  is  partially  completed  and  is  doomed  to  failure  due  to  a  faulty 
feasibility  study  and  construction  costs  far  In  excess  of  budget.  The 
City  is  not  able  to  complete  the  Project.  A  private  utility,  New  Hope 
Company  ("New  Hope**)  has  proposed  to  the  City  a  lease  of  the  Ever- 
flow Project,  provided  New  Hope  obtains  transfer  of  the  FERC  license 
to  New  Hope  and  certain  Real  Estate  Tax  Benefits.  The  City  is  willing 
to  offer  New  Hope  a  long-term  lease  in  an  attempt  to  solve  the  City's 
problem.  The  long  term  lease  by  New  Hope  will  provide  over  time  a 
payout  of  $110,000,000  gross  to  the  City.  The  Lease  has  a  present 
value  of  $90,000,000.  The  City,  threatened  by  lawsuits,  including  a 
security  fraud  action  from  BANS  Holders,  proposes  to  pay  BANS  in  full 
($100,000,000)  by  issuing  General  Obligation  Bonds  in  that  amount 
rather  than  Revenue  Bonds.  The  Holders  of  the  BANS  have  a  Pledge  of 
the  Revenue  from  the  City's  Power  and  Light  Department  and  the 
Everflow  Project. 

B.  Lawsuit  to  Prevent  Bailout  of  BANS  by  GO  Bonds. 

A  local  citizen  who  has  been  opposed  to  the  Project  from  the  start, 
Charles  Anger,  proceeds  to  go  to  court  to  file  a  lawsuit  enjoining  the 
issuance  of  General  Obligation  Bonds  on  the  (grounds  that  such  an  Issue 
is  unconstitutional  in  that  it  constitutes  the  lending  of  credit  from  the 
Municipality  to  the  private  corporation  and  that  the  developer  should 
purchase  the  property  from  the  city  at  fair-market  value  which  Anger 
contends  is  in  excess  of  $100,000,000.  Anger,  a  self  made  capitalist, 
further  contends  the  Note  Holders  should  suffer  any  loss  if  the  pro- 
ceeds from  the  sale  of  the  Project  to  the  private  developer  are  insuffi- 
cient to  pay  the  BANS  in  full. 

C.  Moratorium  and  BANS  Holder  Protective  Committee. 

Given  the  delay  in  issuing  GO  Bonds  to  pay  off  the  BANS  the  City  and 
State  Legislature  passed  a  moratorium  Resolution  prohibiting  lawsuits 
on  the  BANS  due  to  the  impending  GO  Bond  sale.  Undaunted  by  this 
action,  the  BANS  Holders  proceed  to  file  throughout  the  country  vari- 
ous lawsuits  claiming  "security  fraud**  since  the  feasibility  study  which 
accompanied  the  official  statement  indicated  that  the  Project  was 
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feasible,  and  that  the  City  intended  and  was  capable  of  completing  the 
Project  on  schedule  and  below  cost.  It  appears  the  Mayor  and  certain 
other  of  the  City  officials  proceeded  to  employ  relatives  and  political 
friends  who  worked  on  the  Everflow  Project  at  what  amounted  to  be 
very  favorable  no  bid  contracts.  The  Securities  and  Exchange  Commis- 
sion instituted  an  investigation  surrounding  the  issuance  of  the  BANS 
and  the  local  United  States  Attorney  was  investigating  the  matter  and 
is  expected  to  come  down  with  indictments  shortly. 

D.        Power  Purchase  Contract. 

The  City  in  order  to  ensure  continued  electrical  power  for  its  citizens 
enters  into  a  Power  Purchase  Contract  with  the  City  of  Sunlight  (here- 
inafter the  "Sunlight  Contract").  Their  contract  obligation  is  required 
to  be  sufficient  to  pay  off  in  full  all  debt  service  on  the  City  of  Sun- 
light Revenue  Bonds  Series  of  1980  A  in  the  principal  amount  of 
$100,000,000.  The  BANS  Holders  file  a  lawsuit  contending  that  the 
Operation  and  Maintenance  Expense  ("O&M  expense")  payment  on  the 
Purchase  Power  Contract  should  not  come  before  payment  on  the 
BANS.  Citizen  Anger  files  a  lawsuit  questioning  the  "take  or  pay" 
aspect  of  the  Power  Purchase  Contract  as  constitutionally  prohibited 
debt  and  the  statutory  authorization  for  the  City  of  Everbright  to  enter 
into  this  Contract.  The  Sunlight  Revenue  Bonds  Series  1980 A  are  due 
in  1990  when  the  Power  Contract  expires  and  after  the  Everflow  Pro- 
ject was  scheduled  for  completion. 


fl.         AFFLUENT  RBVBNUB  BONDS. 

A.  Diversion  of  Pledged  Revenues. 

The  City  has  issued  One  Hundred  Million  Dollars  ($100,000,000)  worth 
of  Revenue  Bonds  towards  a  Sewer-Waste  Water  Treatment  Facility 
("Waste  Revenue  Bonds").  Despite  the  economic  downfall  of  the  Ever- 
flow Project  of  the  City,  the  outlying  area  is  booming  and  numerous 
other  surrounding  municipalities  use  the  Sewer-Waste  Water  Treatment 
Facility.  Accordingly  the  coverage  of  revenues  to  debt  service  exceed 
all  projections.  Since  the  City  desperately  needs  money  to  pay  main- 
tenance and  ongoing  cost  of  the  Everflow  Project,  the  Mayor  takes 
Revenues  which  were*^  pledged  to  the  Sewer-Waste  Water  Revenue 
Bondholders  and  diverts  them  to  the  General  Fund  of  the  City  in  an 
attempt  to  pay  the  costs  associated  with  the  failed  Everflow  Project 
including  contract  payments  to  his  relatives  and  friends. 

B.  Discovery  and  Bondholder  Action. 

One  of  the  Waste  Revenue  Bondholders  is  also  an  employee  for  the 
Sewer-Waste  Water  Treatment  Facility  and  becomes  aware  of  the 
diversion  of  funds.  This  employee  contacts  other  friends  who  pur- 
chased the  Waste  Revenue  Bonds.  They  form  a  Bondholder  Protective 
Committee  and  consult  with  a  local  attorney  concerning  what  causes  of 
action  they  have  against  the  City,  the  Mayor,  his  relatives  and  others' 
for  the  diversion  of  pledged  revenues  from  the  Sewer-Waste  Water 
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Treatment  Facility  to  the  General  Fund  of  the  City.  To  date  the  Waste 
Revenue  Bondholders  have  been  paid  interest  in  accordance  with  the 
scheduled  Interest- Payment  dates.  The  Revenues  are  more  than  suffi- 
cient on  a  projected  basis  to  pay  all  debt  service  due  and  ownini^. 


m.        CONSIDERATION  OF  THE  CTTY  FILING  A  CHAPTER  9  PRO- 
CEEDING. 

The  Mayor,  plagued  with  both  personal  and  municipal  problems*  con- 
sults a  local  attorney  as  to  whether  a  Chapter  9  Bankruptcy  Proceeding 
would  help  the  City's  present  financial  problems  and  legally  allow  the 
City  to  divert  revenues  from  a  very  profitable  Sewer-Waste  Water 
Treatment  Facility  to  general  municipal  uses.  The  Mayor  has  heard 
stories  that  Congress  was  attempting  to  prevent  diversion  of  pledged 
revenues  in  a  Chapter  9  proceeding  on  a  prospective  basis  and  the 
Mayor  desires  to  talce  full  advantage  of  Chapter  9  before  any  such 
corrective  legislation  takes  effect. 


IV.        DEFAULTED  INDUSTRIAL  REVENUE  BONDS, 

A.  IRB  Bonds. 

Also  in  downtown  Everbright,  there  is  a  hotel  and  shopping  center 
which  was  to  be  the  promise  of  prosperity  to  the  City.  Unfortunately, 
the  failure  of  the  City  to  complete  an  Urban  Development  Project  and 
the  accompanying  dust,  construction  noise  and  general  disturbance  to 
downtown  Everbright  has  caused  the  shopping  center  to  lose  significant 
business.  The  City  had  issued  Twenty  Five  Million  Dollars 
($25,000,000)  in  Industrial  Revenue  Bonds  to  pay  for  the  acquisition  and 
construction  of  the  facility,  $10,000,000  for  the  hotel  and  $15,000,000 
for  the  shopping  center.  A  private  corporation  Best  Bed,  Inc.  ("Best 
Bed**)  has  leased  the  hotel  and  Best  Buy  Retailer  ('*Best  Buy'*)  has  leased 
the  shopping  center.  Both  Best  Bed  and  Best  Buy  are  wholly  owned 
subsidiaries  of  B.B.  Company  (*'BBC'*)  which  is  guarantor  of  the  IRB 
Bonds  and  has  leased  the  Property  from  the  Industrial  Development 
Authority  of  City  and  in  turn  sub-leased  it  to  Best  Bed  and  Best  Buy 
respectively. 

B.  Default  of  Best  Buy. 

Best  Buy  is  a  complete  failure  and  has  failed  to  make  its  monthly  lease 
payment.  Best  Bed  is  a  complete  success.  It  appears  national  conven- 
tions desire  the  site  because  all  who  attend  must  stay  at  the  Conven- 
tion Center  since  there  is  absolutely  nowhere  else  to  go.  The  Indenture 
Trustee  made  the  last  interest  payment  of  the  Interest  Reserve  Fund 
on  May  15,  1985  and  does  not  have  enough  funds  to  make  the 
November  15,  1985  interest  payment.  Sufficient  funds  are  due  10  days 
prior  to  the  interest  payment  date  under  the  terms  of  the  lease  and 
Mortgage  Indenture.  The  Indenture  Trustee  has  given  notice  of  default 
and  has  threatened  foreclosure  against  Best  Buy  and  Best  Bed. 
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C.        Beat  Buy  Files  Bankruptcy. 

Best  Buy  which  leases  the  shopping  center  files  a  Chapter  11  Proceed- 
ing and  informs  the  City  that  the  Debtor  no  longer  can  tnalce  the  pay- 
ments on  the  IRB  Bonds  given  the  automatic  stay  provision  of  the 
Bankruptcy  Code.  Best  Buy  gives  notice  of  rejection  of  the  lease.  New 
Hope  which  is  interested  in  purchasing  the  Everflow  Project,  which  is 
incomplete,  has  offered  to  purchase  the  shopping  center  at  a  discoun- 
ted value.  New  Hope's  offer  is  sufficient  to  pay  a  portion  of  the  IRB 
Bond  debt  service  if  the  lease  payments  to  Best  Bed  are  increased 
1S%.  Meanwhile,  the  hotel  seems  to  be  able  to  attract  significant 
business,  is  profitable,  and  able  to  pay  more  than  its  share  of  the  lease 
payments.  B.B.  Company  objects  to  the  New  Hope's  offer  since  there 
is  nothing  in  it  for  B.B  Company  and  claims  that  it  will  cause  tax 
problems  and  any  increase  in  Best  Bed's  lease  payments  would  be  an 
impairment  of  its  contract  by  the  City. 


V.       AHmRUST  LAwsurr. 

Meanwhile,  Citizen  Anger,  and  certain  other  landowners  in  the  City 
have  banded  together  and  desire  to  convert  their  extensive  landholdings 
on  the  outskirts  of  the  City  to  a  shopping  center/convention  center, 
which  would  be  in  direct  competition  with  the  somewhat  blighted 
Urban  Development  Project  downtown  and  threaten  the  recovery  of  the 
faltering  IRB  Project.  The  City,  given  the  troubles  it  is  experiencing 
with  the  Everflow  Project  and  the  IRB  Project,  refuses  to  give  citizen 
Anger  a  change  of  zoning  from  agricultural  to  commercial  which  is 
necessary  for  the  shopping  center/convention  center.  He  proceeds  to 
file  a  lawsuit  charging  an  anti  trust  violation  in  zoning  and  obtains  a 
Fifty  Million  Dollar  ($50,000,000)  judgment  against  the  City. 
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YI.       THE  OTY  niBS  A  CHAPTER  9  PROCEEIXNG. 

Given  all  of  the  pending  litigation  and  economic  adversitieSf  the  City 
decided  to  file  a  Chapter  9  Proceeding.  Within  90  months  of  the  date 
of  filing  City  has  made,  inter  alia  the  following  payments: 

Payments  Within  90  days  of  Chapter  9  Petition; 

1.  Waste  Water  Treatment  Bond  $3,000,000 
Holders  Interest  &  Sinlcing  Fund  $6,000,000 

2.  G.O.  Bond  Holders 

Interest  $9,000,000 

Payment  out  of  Reserve  Funds 

(held  by  Indenture  Trustee  for  more 

than  90  days  prior  to  filing 

Chapter  9)  $10,000,000 

Sinlcing  Fund  $7,000,000 

3.  BANS  -  Everflow  Project  $10,000,000 

4.  Salary  of  Municipal  Employees  $10,000,000 

5.  Pension  Fund  Project  $3,000,000 

(Deducted  from  Payroll  checlcs) 

6.  Power  Purchase  Contract  $10,000,000 

payment  (paid  from  funds  collected 
and  put  into  a  Revenue  Account 
more  than  90  days  prior  to  filing) 


523 


110 

The  City  has  projected  its  annual  Revenues  without  increasing  taxes 
and  Annual  Expenses  without  cutting  services  for  the  next  4  years  as 
follows! 


City  of  Everbright 
Projected  Annual  Revenue  Sources 


Sewer  Waste  Treatment 
Facility 

Real  Estate 


Sale  Taxes 

City  Income  Tax 

License,  Fees  and 
others 

Municipal  Power  &  Light 


Total  Revenues 


$60,000,000 
$45,000,000 

$32,500,000 
$25,000,000 

$12,500,000 
$25,000,000 

$200,000,000 


95%  of 

Constitutional 

Debt  Limit 


(Power  Purchase 
Contract  Sales) 


Projected  Annual  Expenses 

Essential  Municipal  Services  and 
(Police,  Fines,  Roads  and  Administration) 
Amount  set  aside  for  Debt  Service 

Sewerage  Waste  Treatment  Facility 

Power  Purchase  Contract  Obligations 

Everflow  Project  Costs 
(Maintenance-non  construction) 


$95,000,000 
$35,000,000 
$40,000,000 
$20,000,000 


$  10,000,000 
$200,000,000 
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The  City  files  its  Schedule  of  Creditors  under  Section  925  of  the  Bsnlc- 
ruptcy  Code  and  lists  the  following  Major  Creditor  Groups. 

Creditors  as  of  Date  of  Filing  Chapter  9 

Municipal  Employees  (Wages  -  80% 

under  $2,000)  $1,000,000 

Municipal  Employee  Union  (pension 

payment)  $15,000,000 

Trade  (Accounts  payable)  $20,000,000 

General  Obligation  Bond  Holders  $150,000,000 

Waste  Water  Facility  Revenue 

Bond  Holders  $100,000,000 

BANS  -  EverFlow  Project  $100,000,000 

Power  Purchase  Contract  $60,000,000 

Anger  Anti  Trust  Judgment  $50,000,000 

Total  Debt  $496,000,000 
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Discussion  Questions: 

1.  Can  the  City  issue  GO  Bonds  to  pay  for  Bond  Anticipation 
Notes  in  connection  with  a  Project  which  the  City  intends 
to  lease  to  a  private  utility  as  opposed  to  a  public  corpor- 
ation? 

2.  Does  Citizen  Anger's  lawsuit  have  any  merit  regarding 
the  unconstitutional  Lending  of  Credit? 

3.  What  remedies  do  the  Bond  Anticipation  Note  Holders 
have  with  the  impending  inability  of  the  City  to  pay. 

4.  Do  the  Noteholders  have  to  wait  until  a  missed  interest 
or  principal  payment  in  order  to  bring  a  lawsuit  with 
regard  to  Bond  Anticipation  Notes? 

5.  What  causes  of  action  do  the  Noteholders  have  against 
the  Mayor  for  the  unfavorable  no  bid  contract  which  led 
to  the  demise  of  the  Everflow  Project? 

6.  Can  the  City  require  Anger  to  post  a  Bond  for  damages 
and  losses  suffered  due  to  the  delay  in  the  issuance  of  the 
GO  Bonds  caused  by  his  lawsuit?  Should  Charles  Anger 
win  his  lawsuit? 

7.  Can  the  City  lease  the  Everflow  Project  to  New  Hope?  Is 
the  City  required  to  sell  the  Project  at  the  highest  and 
best  price  at  an  auction  sale?  What,  if  anything,  do  the 
BANS  Holders  get  from  the  proceeds  of  sale  or  lease  of 
the  Project? 

8.  Can  the  BANS  Holders  maintain  federal  securities  fraud 
lawsuits  or  RICO  lawsuits  against  the  City,  Mayor  or 
others? 

9.  What  jurisdiction  does  the  SEC  have  over  the  BANS 
Issue? 

10.  Can  the  State  and  City  issue  a  moratorium  which  pre- 
vents lawsuits  due  to  the  impending  GO  Bond  Issue? 

11.  Is  the  diversion  of  surplus  revenue  from  the  Waste  Water 
Treatment  Facility  to  the  General  Fund  of  the  City  a 
default  as  to  the  Revenue  Bondholders? 

12.  What  remedies  do  the  Waste  Revenue  Bondholders  have? 

13.  If  the  City  goes  into  bankruptcy  can  the  City  use  the 
revenues  generated  by  the  Water  and  Sewer  taxes  for 
general  municipal  purposes? 
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14.  Are  the  payments  made  to  the  Noteholders  and  Bond- 
holders within  90  days  of  the  date  of  initiating  a  Chapter 
9  proceeding  a  voidable  preference  which  must  be  repaid 
to  the  City.  What  if  the  payment  were  made  from  a 
Reserve  Fund? 

15.  Does  the  Pledge  of  revenue  to  the  Waste  Revenue  Bond- 
holders terminate  upon  the  institution  of  a  Chapter  9 
proceeding? 

16.  Does  the  use  of  revenues  from  the  Waste  Water  Treat- 
ment Facility,  which  are  pledged  to  the  Revenue  Bond- 
holders, allow  the  Revenue  Bondholders  to  elect  to  trans- 
form the  Revenue  Bonds  into  General  Obligations  under 
Section  1111(b)  of  the  Banlcruptcy  Code? 

17.  What  remedies  do  the  Revenue  Bondholders  have  against 
the  City  to  prevent  the  diversion  of  funds? 

18.  Can  the  City  successfully  contend  that  the  transfer  of 
revenue  from  the  Waste  Water  Treatment  Facility  is 
permitted  since  there  is  more  than  enough  revenue  being 
generated  by  that  Facility  in  excess  of  the  amount 
required  by  the  terms  of  the  Bond  Resolution? 

19.  If  Best  Buy  goes  into  bankruptcy,  what  is  the  amount  of 
the  claim  the  Industrial  Revenue  Bondholders  have 
against  Best  Buy? 

20.  Can  the  claim  of  the  Bondholders  be  limited  to  a  claim  on 
a  real  estate  lease  under  Section  502(b)(7)  of  the  Bank- 
ruptcy Code? 

21.  Is  Section  502(b)(7)  applicable  to  an  Industrial  Revenue 
Bond  Issue? 

22.  If  a  private  corporation  which  has  leased  property  from 
the  City  goes  bankrupt  what  are  the  remedies  available 
to  the  municipality? 

23.  What  duties  does  the  issuing  municipality  have  to  the 
Holders  of  Industrial  Revenue  Bonds  to  protect  the  rights 
of  the  Bondholders? 

24.  What  are  the  remedies  available  to  the  Indenture  Trustee 
and  IRB  Bondholders? 

25.  If  the  shopping  center  was  sold  what  happens  to  the  funds 
deposited  with  the  Indenture  Trustee  for  the  Industrial 
Revenue  Bonds?  Is  this  an  '* After  Born"  Sinking  Fund? 

26.  What  effect  does  an  "After  Born"  Sinking  Fund  have  on 
the  tax  exempt  status? 
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27.  If  New  Hope  purchases  the  Industrial  Revenue  Bond 
Project,  would  the  assumption  of  the  obligation  of  the 
Bonds  require  new  TEFRA  hearings? 

28.  If  the  Municipality  raises  Best  Bed  lease  payments  by 
15%  due  to  the  New  Hope  Purchase  and  workout  is  that 
an  impairment  of  Best  Bed*s  contract  rights? 

29.  If  New  Hope  desires  to  change  the  interest  rate,  principal 
and  maturity  of  the  Bonds  would  that  alter  the  tax 
exempt  status? 

30.  What  are  the  present  limitations  on  suit  by  private  indivi- 
duals against  a  municipality  on  antitrust  grounds  arising 
out  of  zoning? 

31.  Will  current  legislation  change  the  result  of  Citizen 
Anger's  lawsuit? 

32.  If  the  City  was  to  file  a  Chapter  9  proceeding,  could  the 
City  issue  judgment  bonds  to  pay  off  the  judgment  of 
Citizen  Anger? 

33.  In  a  Chapter  9  proceeding,  can  the  City  avoid  the  obliga- 
tion to  pay  Citizen  Anger  on  his  antitrust  judgment? 

34.  What  remedies  does  Citizen  Anger  have  to  collect  on  his 
judgment? 

35.  In  a  plan  of  adjustment  in  a  Chapter  9,  what  are  the 
priorities  between  the  Power  Purchase  contract  obliga- 
tion and  the  Ever  Flow  project  BANS? 

36.  What  are  the  priorities  between  payment  of  debt  service 
in  a  Chapter  9  proceeding  on  Revenue  Bonds  such  as  the 
Sewer  Waste  Treatment  Facility  Revenue  Bonds  and 
General  Obligation  bonds? 

37.  Can  funds  be  diverted  from  payment  of  essential  munici- 
pal services  to  the  payment  of  General  Obligation  and 
Revenue  Bondholders  in  a  Chapter  9  proceeding? 

38.  Will  General  Obligation  Bondholders  and  Revenue  Bond- 
holders in  a  Chapter  9  proceeding  receive  scheduled  debt 
service  payment? 

39.  Given  the  listing  of  payments  within  ninety  days  of  the 
City's  filing  a  Chapter  9  petition,  which  of  those  pay- 
ments are  preferences  and  which  are  not? 

40.  Can  the  City  of  Sunlight  Revenue  Bondholders,  Series 
1980A  which  has  a  pledge  of  the  payments  under  the 
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Power  Purchase  Contract  claim  that  they  are  an  Opera- 
tion and  Maintenance  expense  senior  to  other  creditors  of 
the  City  of  Everbright's  Power  and  Light  Department, 
including  the  Holders  of  the  BANS? 

41.  Can  Charles  Anger,  a  citizen  of  the  City  of  Everbright, 
successfully  challenge  the  Power  Purchase  Contract 
entered  into  by  the  City  of  Everbright  and  the  City  of 
Sunlight  on  the  basis  that  the  "take  or  pay**  obligation  is 
unconstitutional  as  an  impermissible  debt  of  the  City  of 
Everbright? 

42.  What  defenses  does  the  City  of  Everbright  have  with 
regard  to  any  lawsuit  filed  by  the  City  of  Sunlight  Reve- 
nue Bondholders  for  payment  prior  to  Everbright*s  from 
revenues  generated  from  the  City's  Power  and  Light 
System? 

43.  Given  the  revenues  available  to  the  City  of  Everbright 
and  the  nature  of  the  City's  creditors,  what  Plan  of 
Adjustment  would  be  appropriate  in  this  case? 
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U6 
ALL-AMERICAN  STEEL  CONDUIT  nNANClNG 

A.  The  Financing. 

Industrial  Development  Bonds  in  the  amount  of 
$2S,000,000  of  the  Industrial  Development  Board  of  the  City  of 
Promise,  U.S.A.,  Industrial  Revenue  Bonds  (All-American  Steel,  Inc.  - 
Project  1)  8%  Term  Bonds  were  issued  pursuant  to  a  Mortgage  and 
Indenture  of  Trust  as  of  July  1,  1975  and  Industrial  Development  Bonds 
in  the  amount  of  $75,000,000  of  Promise,  U.S.A.,  Industrial  Revenue 
Bonds  (All-American  Steel,  Inc.  -  Project  2)  10%  Term  Bonds  were 
issued  pursuant  to  a  Mortgage  and  Indenture  of  Trust  dated  as  of 
December  1,  1977  (Both  Issues  are  sometimes  referred  to  collectively 
as  the  "Bonds".).  Under  the  Indentures,  payment  of  the  Bonds  is 
secured  by  first  mortgages  on  the  real  property,  buildings,  machinery 
and  equipment  of  the  respective  Projects.  The  Projects  are  leased  by 
the  Industrial  Development  Board  of  the  City  of  Promise,  U.S.A.  to 
All-American  Steel,  Inc.  ("All-American").  The  respective  lease  pay- 
ments were  to  be  sufficient  in  amount  to  insure  the  prompt  payment  of 
principal  and  interest  on  the  respective  Bonds,  and  the  lease  payments 
are  pledged  to  the  payment  of  the  principal  and  interest  on  the  respec- 
tive Bonds. 

B.  Bankruptcy  of  All-American. 

All-American  encountered  severe  financial  difficulties. 
Project  2  (an  ore  reduction  facility)  has  been  mothballed;  Project  1  (a 
finishing  mill)  is  operating  on  a  reduced  basis.  On  October  1,  1983,  All- 
American  filed  a  Petition  under  Chapter  11  of  the  Bankruptcy  Code. 
All-American  failed  to  make  required  Lease  Payments  and  the  Inden- 
ture Trustees  gave  Notices  of  Default  to  the  Debtor.  Such  Notices  of 
Default  are  conditions  precedent  to  accelerating  the  principal  and 
interest  due  on  the  Bonds.  Counsel  for  the  Debtor  has  taken  the  posi- 
tion that  such  Notices  of  Default  and  intent  to  accelerate  violated  the 
automatic  stay  provisions  of  S362  of  the  Bankruptcy  Code  and  were 
void  ab  initio.  Nevertheless,  All-American  did  not  act  to  reject  or 
assume  the  Leases  in  Bankruptcy.  Moreover,  it  appeared  that  the  value 
of  the  Projects,  as  terminated  and  not  as  going  concerns,  would  not  be 
sufficient  to  pay  off  the  amount  due  on  the  Bonds. 

C.  Dilemma  of  the  Bondholders. 

There  was  no  Guaranty  by  All-American  of  the  Bonds. 
All-American  is  only  liable  on  the  Leases.  Section  502(b)(6)  of  the 
Bankruptcy  Code  arguably  could  limit  the  exposure  of  All-American  to 
the  greater  of  one  year  or  15%  not  to  exceed  three  years  of  the 
remaining  term  of  each  Lease,  following  the  earlier  of  the  date  of 
filing  the  Petition  or  the  date  on  which  the  Lessor  repossessed  or  the 
Lessee  surrendered  the  leased  property.  Such  treatment  would  be 
contrary  to  the  "Financing  Lease"  nature  of  Conduit  Financing.  At 
least  one  court.  In  re  Winston  Mills,  6  B.R.  587  (S.D.N.Y.  Bankr.  Ct. 
1980)  has  held  that  Industrial  Revenue  Bond  financing,  though  a  lease 
mechanism,  was  in  fact  a  Financing  Lease  and  not  a  real  estate  lease 
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■ubj€et  to  S502(b)(6)  of  the  B«nknjptcy  Code.  Further,  All-American 
has  not  paid  any  use  and  occupancy  on  the  Project  1  Lease  even  though 
All-American  has  operated  the  plant  for  over  a  year  under  Chapter  11. 

D.  Possible  Rehabilitation  of  All-American. 

All-American  talces  the  position  that  in  1982  the  ore  and 
Project  costs  of  operation  were  such  that  it  would  cost  almost  twice 
the  sales  price  per  pound  to  produce  steel.  Part  of  this  problem  is  due 
to  unfavorable  labor  and  power  contracts  which  All-American  has 
entered  into.  All-American  is  a  Joint  venturer  with  two  other  compan- 
ies in  an  aluminum  reduction  plant  which  can  be  operated  at  a  profit. 
Accordingly,  the  closing  of  Project  2  had  little  adverse  effect  on  All- 
American  and,  in  fact,  turned  out  to  be  beneficial.  Creditors  of  Pro- 
ject 2  (Trade  and  Public  Debt)  must  consider  what  action  should  be 
talcen  to  force  All-American  to  either  operate  Project  2  or  pay  the 
obligation  due  thereon. 

E.  Debtor  Plan  for  Project  2. 

The  marlcet  appears  to  be  improving,  and  it  appears  that, 
in  time,  if  labor  and  power  contracts  can  be  renegotiated  favorably  to 
All-American  that  Project  2  would  be  a  profitable  and  necessary  opera- 
tion. Trade  and  Public  Debt  may  join  forces  to  attempt  to  force  a 
prompt  opening  of  Project  2,  but  the  Debtor  attempts  to  solicit  the  aid 
of  Public  Debt  in  negotiating  the  labor  contract.  Further,  the  Debtor 
may  attempt  an  early  cram  down  of  Public  Debt  in  order  to  aid  in  the 
future  viability  of  the  Company  by  reducing  the  amount  the  Debtor 
may  have  to  pay  for  an  asset  which  presently  has  a  reduced  value  but  in 
the  future  will  have  an  improved  value.  Bondholders  and  the  Indenture 
Trustees  must  fight  such  attempts  by  the  Debtor  to  unfairly  treat 
Public  Debt. 

F.  City  of  Promise  Actions. 

The  City  of  Promise  passes  new  legislation  to  aid  All- 
American  in  financing  additional  pollution  control  improvements 
required  by  State  and  Federal  law  since  the  closing  of  Project  2.  The 
City's  Industrial  Development  Board  considered  termination  of  the 
Lease  of  Projects  1  and  2  in  the  Banlcruptcy  Court  and  the  filing  of  the 
Proof  of  Claim  for  the  Lease  indebtedness. 

G*        Indenture  Trustee  Actions. 

The  Indenture  Trustee  on  Project  2  Bonds  is  also  a  banlc 
creditor  of  All-American.  Both  Indenture  Trustees  give  Notices  of 
Default  but  do  not  accelerate.  At  first  the  Creditors  Committee 
refuses  to  allow  the  Indenture  Trustees  to  be  ex  officio  members  of  the 
Creditors  Committee  but  later  given  the  threat  of  the  formation  of  a 
separate  Bondholder  Committee,  the  Indenture  Trustees  are  allowed  to 
join  as  ex  officio  members.  As  the  time  for  the  Plan  of  Reorganization 
approaches,  the  Indenture  Trustee  for  Project  2  resigns.  The  Debtor 
and  the  Indenture  Trustees  consider:    (a)  what  information  should  be 
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Ifiven  to  the  Bondholders  of  the  present  status  of  the  Bonds  and  All- 
American;  (b)  what  plan  does  All-American  have  for  Projects  1  and  2; 
(c)  what  terms  for  payment  will  be  made  in  any  Plan  of  Reorganization; 
and  (d)  what  terms  of  payment  are  acceptable  to  the  Bondholders. 

H.        Subordinated  Debentures. 

All-American  has  issued  $100,000,000  of  Subordinated 
Debentures.  The  Indenture  for  the  Subordinated  Debentures  specifi- 
cally provides  that  the  Debentures  are  subordinated  in  right  to  receive 
payment  from  Ail-American  to  the  rights  of  Senior  Indebtedness,  which 
is  defined  as  money  borrowed  obligations  or  lease  obligations.  The 
Subordinated  Debenture  Indenture  was  drafted  at  the  same  time  as  the 
Project  2  Bonds  were  issued  and  clearly  had  the  IRB  Indebtedness  in 
mind  as  Senior  Debt.  Banlcs  agree  they  are  the  only  ones  entitled  to 
the  benefits  of  Subordination.  Trade  claim  they  are  part  of  Senior 
Indebtedness. 

I.  Security  Fraud  Action  and  Indemnity. 

All-American  and  several  Key  Officers  and  Directors 
have  been  sued  by  its  Stockholders  for  violation  of  the  Federal  Securi- 
ties Fraud  Laws.  The  Company  by  a  pre-petition  Resolution  has 
Indemnified  Officers  and  Directors  for  their  attorney's  fees  and  expen- 
ses and  liabilities  arising  out  of  the  securities  litigation.  The  Security 
Fraud  litigation  has  been  stayed  as  against  Ail-American  under  S362 
but  the  class  Action  plaintiffs  have  filed  a  claim  for  $100,000,000  in 
Banlcruptcy.  The  officers  and  Directors  of  All- American  apply  to  the 
Banlcruptcy  Court  for  Indemnity  payment  arising  from  the  sjecurities 
litigation  or  to  those  that  have  not  been  stayed.  Trade,  Banlcs  and 
Public  Debt  finally  find  something  to  agree  on  and  all  object  to  Indem- 
nity payments. 

J.         Preference. 

Within  90  days  prior  to  Banlcruptcy,the  Debtor,  All- 
American,  made  the  following  payments 

1.  Payment  to  Prpject  1  IRB 
Bondholders  a  scheduled 

interest  payment.  $1,000,000 

2.  Payment  to  Subordinated 
Debentures  a  scheduled 

interest  payment.  $10,000,000 

3.  Payment  to  Trade  Creditor  $3,000,000 

$14,000,000 

The  Debtor  seeks  repayment  of  all  preferences. 
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K.        PUn  of  Raorgmnizatioiu 

1.         Projected  Revenucf  And  Value  of  Assets* 

The  Company  assets  consist  of  the  following: 

Cash  and  Investments 

(ineluding  Preferences 

returned)  $100,000,000 

Plant  and  Equipment  excluding 
IRB  Projects  and  Depreciation 
(Boole  Value)  $250,000,000 

Inventory  (Raw  and  Woric  in 

Process,)  (Boole  Value)  $100,000,000 

Accounts  Receivable  $20,000,000 

IRB  Project  1 

(Book  Value)  $5,000,000 

IRB  Project  2 

(Book  Value)  $15.000.000 

$490,000,000 

The  Company  projects  for  the  next  5  years  that  revenues  net  of 
operating  expenses  (not  including  Debt  service  on  Pre-Petition 
Debt)  will  be  no  greater  than  $40,000,000  and  may  be  as  low  as 
$25,000,000. 
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Classification  of  Claim. 


There  is  no  Secured  claim  except  for  the  IRB 
Project  Indebtedness.  The  Company  for  Purposes  of  the 
Plan  states  that  the  IRB  projects  be  Valued  as  follows: 
Project  1  at  $2S,000,000  and  Project  2  at  $50,000,000. 
The  IRB  Bondholders  question  such  valuation.  The  Debtor 
will  sell  the  Projects  if  a  buyer  can  be  found.  Otherwise 
the  Debtor  will  provide  for  Payment  under  the  Plan.  The 
Debtor  splits  the  creditors  into  4  classes: 

Allowed 

Claim 

Amount 


Class  1 


Administrative  Priority  Claim 


Class  2 


Secured  Claims 
2A.  Project  1 
2B.  Project  2 


$20,000,000 


$25,000,000 
$50,000,000 


Class  3 


Unsecured  Creditors 

(not  Subordinated) 

3A.  Bank 

3B.  Trade 

3C.  Project  2  (Remainder) 


Class  4 


Subordinated  Debentures 


Class  5 


Class  Action  Plaintiffs 
and  Equity  holders 

3.         Plan  of  Reorganization 


$100,000,000 

$100,000,000 

$27,500,000 


$100,000,000 


$100,000,000 
$522,500,000 


Cash  required 
at  Confirmation 

$20,000,000 


Claim 


(a)      Class  1 


$6,000,000 


(b)      Class   2A 


Plan  Treatment 

Administrative 
Claim  to  be  Paid  off 
in    full    in    cash    at 
confirmation. 

Payment  in  full  of 
Past  due  interest 
(Pre  and  Post  Peti- 
tion)   on    Project    1 
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IRB  doc  Jamary  U 
lfS4  and  July  U 
lfS4    of    $2,tM,tM 

and  July  1  riaOoBg 
fund   of    $4,tft,tM 

and  efther  aanme 
tha  oMifatkm  or  leU 
the  faeility  and  me 
proccedf  to  pay  off 
IRB  Project  1  debt. 

Hh  (e)     Class      2B      No     post     petition 

interest  since  not 
fully  secured  (Sec- 
tion 506(b)]  and  only 
claim  as  Secured 
$S0,000»000  with  no 
cash  distribution. 
Payment  10%  inter- 
est over  original 
term  (8  years)  level 
amortization. 

$36^000,000  (d)      Class  3A        20%  cash  on  claim 

($20,000,000)  plus 
80%  (100/12S)  of 
Subordinated  cash 
distribution  (20%  of 
$100,000,000)  or 
$26,000,000  and 

note  for  balance  at 
10%  interest  (cash) 
plus  4%  interest 
payable  in  stock,  the 
10  year  Note  to  bear 
interest  only  for  10 
years.  Bullet  prin- 
cipal payment. 

$20,000,000  (•)      Class  3B         20%  cash 

($20,000,000)  distri- 
bution and  Note  for 
balance  at  10% 
interest  (cash)  and 
4%  interest  payable 
in  stoclc.  The  10 
year  Note  to  bear 
interest  only  for  10 
years.  Bullet  prin- 
cipal payment. 
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(f)      Class  3C 


(g)      Class  4 


(h)      Class  5 


20%  cash 

($5,000,000)  plus 
20%  of  subordinate 
cash  distribution 
(20%  of  $20,000,000) 
or  ($4,000,000) 

balance  note  with 
tax  exempt  interest 
at  10%  cash  interest 
payment,  $2,500,000 
of  cash  to  be  used  to 
pay  pre-petition 
interest.  The  8  year 
Note  to  bear  inter- 
est only  for  8 
years.  Bullet  prin- 
cipal payment. 

Note  at  8%  interest 
for  20  years  buUit 
payment  at  end  for 
full  amount  subor- 
dinated debt;  the 
note  is  to  be  subor- 
dinated to  class  3 
claims. 

nothing 


Total  91,000,000 
Discussion  Questions: 

1.  Does  the  automatic  stay  prevent  the  Indenture  Trustee  or 
the  Bondholders  for  Project  1  and  Project  2  from  accelerating  the 
amounts  due  under  the  respective  Indentures? 

2.  Can  the  Indenture  Trustees  for  the  Projects  or  the 
Holders  of  those  Bonds  successfully  request  the  Court  to  have  AU- 
American  pay  use  and  occupancy  during  the  pendency  of  the  Chapter 
11  proceedings? 

3.  What  effect,  if  any,  does  the  lack  of  the  guarantee  by 
All-American  of  the  Bonds  have  on  the  obligation  of  AU-American  to 
pay  the  amount  due  and  owing  under  the  Lease? 

4.  Do  the  recent  Bankruptcy  Amendments  affect  the  deter- 
mination that  the  leases  used  in  connection  with  Project  1  and  2  are 
not  non-residential  real  estate  leases  subject  to  502(b)(6)  of  the  Bank- 
ruptcy Code? 

5.  If  AU-American  does  not  assume  or  reject  the  leases 
within  sixty  days  of  the  institution  of  the  Bankruptcy  case,  can  the 
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Indenture  Trustees  for  Project  1  and  2  contend  with  regard  to  Projects 
1  and  2  that  AU-American  must  surrender  the  property  to  them  under 
recent  chani^es  to  Section  365  of  the  Bankruptcy  Code? 

6.  What  is  the  inter-relationship  between  the  claims  of  All- 
American  and  possible  counterclaims  against  Ail-American  with  regard 
to  power  and  labor  contracts? 

7.  Has  All-American  breached  its  obligations  due  to  the 
Project  1  and  Project  2  Bondholders  by  use  of  other  facilities  and 
closing  Project  2  to  detriment  of  the  Bondholders? 

8.  Can  the  lease  obligations  of  AU-American  under  the 
Project  1  and  Project  2  leases  be  valued  not  as  principal  and  interest 
due  on  the  respective  Bonds,  but  as  present  value  of  the  lease  obliga- 
tions? 

9.  What  effect  does  the  new  legislation  passed  by  the  City 
of  Promise  have  on  the  ability  of  All- American  and  its  Plan  of  Reor- 
ganization? 

10.  What  role  should  the  City  of  Promise  Industrial  Develop- 
ment Board  play  in  All-American's  banlcruptcy  proceeding  and  is  it 
required  to  file  a  proof  of  claim  for  the  lease  indebtedness  on  Project  1 
and  Project  2? 

11.  Could  the  Indenture  Trustees  or  the  Bondholders  for 
Project  1  and  Project  2  consider  the  formation  of  a  Bondholder  Com- 
mittee separate  and  distinct  from  the  Official  Unsecured  Creditors' 
Committee? 

12.  What  is  the  obligation  of  All-American  to  provide  the 
Project  1  and  Project  2  Bondholders  with  relevant  information  concern- 
ing the  value  of  the  respective  facilities,  interested  purchasers  and 
financial  ability  of  All-American  to  reopen  Project  2? 

13.  Can  the  Banlc  successfully  contend  that  the  Project  1  and 
Project  2  Bondholders  should  not  receive  the  benefits  of  the  subordina- 
ted debenture  issue? 

14.  What  Is  the  effect  of  a  non-consentual  plan  of  reorgani- 
zation on  the  rights  of  the  subordinated  debentureholders  and  their 
ability  to  receive  a  distribution  under  a  plan  of  reorganization? 

15.  Are  the  indemnity  claims  of  officers  and  directors  of  All- 
American  for  attorneys'  fees  and  expenses  and  liabilities  arising  out  of 
security  fraud  litigation  subject  to  a  claim  of  subordination  under 
Section  510(c)  of  the  Banlcruptcy  Code? 

16.  Is  the  payment  of  $1,000,000  to  the  Project  1  Bondholders 
on  their  fully  secured  claim  a  preference  since  it  was  made  within 
ninety  days  prior  to  the  filing  of  Chapter  11  proceeding? 
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17.  Are  the  payments  to  Subordinated  Debentureholders  and 
to  trade  creditors  preferences,  and  how  should  they  be  treated  with 
regard  to  the  plan  of  reorganization? 

18.  Should  the  book  value  of  Project  1  be  used  as  the  value  of 
the  secured  claim  of  the  Project  1  Bondholders? 

19.  Should  the  book  value  of  Project  2  be  used  as  the  value  of 
the  secured  claim  of  the  Project  2  Bondholders? 

20.  Can  the  Debtor  propose  a  feasible  plan  of  reorganization 
with  the  $40,000,000  projected  net  cash  flow  excluding  debt  service  on 
pre-petition  debt  and  can  gpreater  payment  in  cash  be  made  to  Project  1 
and  Project  2  Bondholders? 

21.  Given  the  assets  of  All-American  and  the  pre-petition 
debt  of  All-American,  is  Ail-American  actually  insolvent? 

22.  Does  the  Plan  of  Reorganization  improperly  discriminate 
against  the  Project  1  and  Project  2  Bondholders  given  the  valuation  of 
the  secured  claim  for  Project  1  and  Project  2? 

23.  What  method  of  valuation  of  Project  1  and  Project  2 
should  be  used  (going  concern,  cost  of  replacement,  book  value  or 
liquidation)? 

24.  Does  All  American  improperly  discriminate  against  the 
Project  2  Bondholders  by  not  paying  the  same  percentage  in  cash  to  the 
Project  2  Bondholders  on  their  secured  and  unsecured  claims  as  is 
received  by  other  unsecured  debt? 

25.  Does  All  American  in  its  Plan  of  Reorganization  give  the 
proper  benefit  of  subordination  to  Project  2  debt  since  it  only  gave 
Project  2  Bondholders  a  share  of  the  subordinated  debt  distribution 
based  upon  the  unsecured  portion  of  the  Project  2  Bondholder  claim? 

20.  If  the  Plan  improperly  discriminates  against  Project  2 
Bondholders,  what  actions  should  the  Indenture  Trustee  and  Bond- 
holders take? 

27.  Should  the  Indenture  Trustees  for  Project  1  or  Project  2 
move  to  lift  the  automatic  stay  and  foreclose  on  Project  1  or  Project  2 
mortages?  What  factors  should  the  Indenture  Trustee  consider? 

28.  Would  acceleration  of  Project  1  or  Project  2  indebtedness 
help  in  formulating  a  Plan  of  Reorganization  or  preserving  the  tax 
exempt  status? 
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Fourth  Annual  Institute 

on 

Municipal  Finance 

Law 

N€w  York  City,  September  12-13, 1985 


rfOQfOMn  SclwduWi 


First  Day:  9:00  •.m.-5:15  ii.m. 

Morning  Session:  9:00  a.m.-12:30 p.m. 

Constitutional  and  statutory  principles 

Public  purpose  and  loan  of  credit  revisited:  Common  Cause 
V.  State  oi  Maine.  Hawaii  Housing  Authority  v.  Midkiff 

Scope  of  municipal  antitrust  immunity:  Haille  v.  City 
ofEau  Claire 

Tsnth  Amendment  after  Garcia  v.  San  Antonio  Metropolitan 
Transit  Authority;  South  Carolina  v.  Regan 

Statutory  Authority:  Chemical  Bank  v.  PUD  No.  1  of  Benton 
County 

Washington  Public  Power  Supply  System  litigation 

FMeral  tax  law 

Analysis  of  tax  considerations  of  creative  financing  tech- 
niques, including  issues  raised  by  "puts"  and  letters  of  credit 

Effect  of  the  1984  Tax  Reform  Act  and  Technical  Corrections 
Act  of  1985,  including  concerns  and  unsuspected  applications 
of  the  new  arbitrage  rebate,  federal  guarantee  and  private  loan 
bond  provisions 
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Afternoon  Session:  2:00 p.m.-5:15 p.m. 

FMtoral  ••curities  law 

Registration  of  separate  securities,  including  "puts" 
and  letters  of  credit  issued  by  non-exempt  issuers 

Recent  developments  in  disclosure  requirements  under 
Section  10(b)  and  Rule  lOb-5 

Rules  of  Municipal  Securities  Rulemaking  Board 

Ikxable  municipal  securities 

Emerging  issues  affecting  liability  of  issuer^  and  counsel  in 
offerings  of  municipal  securities 

SEC  proposals  to  require  (i)  registration  of  IDBs  and 

(ii)  disclosure  documents  in  connection  with  the  issuance  of 

municipal  securities  generally 

Role  of  eounsol  In  tho  disclosurt  process 

Analysis  of  disclosure  and  reasonable  investigation  requirements 
in  connection  with  issuance  of  municipal  securities 
Parties  involved  in  the  disclosure  process,  including  bond 
counsel,  underwriters,  underwriters'  counsel,  and  other 
counsel  and  their  respective  roles 

Standards  for  counsel's  conduct  in  disclosure  process 

Recent  State  of  Washington  legislation  which  impacts  on 
standards  of  bond  counsel  and  underwriters'  counsel 
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S«oond  Day  9:00  •.m.-5:15  ii.m. 

Morning  Session:  9:00  a.m.  -12:30  p.m. 

Emerging  financing  tadmiquas:  viawa  of 
undarwritara  and  oounaal 

Letter  of  credit  secured  financings 

Tkx-exempt  commercial  paper 

Tsnder  option  bonds,  including  auction  bonds,  flexipoints, 
and  daily  tenders 

Variable  rate  bonds 

Interest  rate  swaps 

Dangers  of  excess  creativity 

Afternoon  Session:  2:00 p.m.-5:15 p.m. 

Bankruptcy  Coda 

Emerging  issues  in  municipal  defaults  and  bankruptcy  — 
probability  and  effect 

Case  study  of  an  actual  municipal  bankruptcy,  including 
analysis  of  current  problems,  possible  solutions  through 
structure  of  transaction  and  format 

Need  for  amendments  to  Chapter  9  of  Bankruptcy  Code 

Quaation  and  anawar  pariod 
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